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FEDERAL RESERVE'S MONETARY POLICY 
REPORT TO CONGRESS 



Thursday, July 28, 1988 

House op Bepresentativks, 
subcombuttee on domestic monetaey poucy, 
Committee on Banking, Finance and Urban Affairs, 

Washington, DC. 

The subcommittee met at 10:05 a.m., in room 2128 of the Ray- 
bum House Office Building, Hon. Stephen L. Neal [chairman of the 
subcommittee] presiding. 

Present: Chairman Neal, Representatives Barnard, Hubbard, 
McCollum, Leach and Saxton. 

Also present: Representatives Gonzalez, Flake and Wortley. 

Chairman Neal. I'd like to call this meeting of the subcommittee 
to order at this time. This morning, we are pleased to welcome the 
Cheurman of the Board of Governors of the Federal Reserve 
System, Hon. Alan Greenspan, who will present the Federal Re- 
serve's Monetary Report to the Congress. 

Today we face an economy that few could have predicted with 
great competence last February at the time of the last Humphrey- 
Hawkins report on monetary policy. At that time, the potential 
fallout of the stock market crash was still awaited with great trepi- 
dation and uncertainty. In the intervenii^ months, the economy 
has performed beyond any reasonable expectation, to the point 
where overheating and the consequent resui^ence of inflation are 
the dominant concerns. 

The Fed has reacted by a noticeable, though modest, tightening 
over these months. The main question for the remainder of 1988 
seems to be: will the economy slow down a bit on its own or will 
the Fed have to induce a slowdown by further tightening? Inflation 
is at present more or less stable in the 3 to 4 percent remge typical 
of the past few years. Whether it is poised to move up to a higher 
range is unclear, thoi^h indicators of potential inflationary pres- 
sures are easy to find. It seems abundantly clear, however, that it 
is not poised to move to a lower range. Approaching the zero level, 
we £ill seem to recognize, at least rhetorically, as our loi^-run ob- 
jective. 

Reasons abound why we cannot at present move quickly to a 
zero-range for inflation. We still have a large trade deficit which 
might eventually require further dollar depreciation. The decline 
in the dollar over the past few years is just now causing major in- 
creases in import prices. Moreover, the current drought may cause 
a one-time run up in food prices. These temporary obstacles may 
(1> 
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well rule out a move to zero ioflatioD Id the immediate future. But 
we must not give up the ground we've already won and we must 
never waiver from our goal of zero inflation. Stabilizing inflation in 
the 3 to 4 percent range should be the minimum we ask and expect 
of monetary policy in the near term. If that requires serious fur- 
ther tightening, so be it, and the sooner the better. 

Mr. Chairman, I would like to welcome you this morning. Thank 
you for joining us. Without objection, we will place your entire 
statement in the record and would ask you to proceed with howev- 
er you would like to summarize that statement. 

Are there other Members who would like to make some openii^ 
comments. 

If there are no requests for opening statements, Mr. Chairman, 
please proceed. 

STATEMENT OP ALAN GREENSPAN. CHAIRMAN, BOARD OF 
GOVERNORS OF THE FEDERAL RESERVE SYSTEM 

Chairman Ghbenspan. Thank you very much Mr. Chairman, and 
Members of the committee. 

I welcome this opportunity to discuss monetary poIiCT with you. 

When I testified last February, the after-effects of the stock 
market plunge on spending and financisd markets were still un- 
clear. Most Federal Open Market Committee members were fore- 
castii^ moderate growth. But rapid inventory-building and some 
signs of a weakening of labor demand meemt tJiat the possibility of 
a decline in economic activity could not then be ruled out. 

To guard against this outcome, the Federal Reserve undertook a 
further modest efising of reserve pressures in late January. In the 
event, the economy proved remarkably resilient to the loss of stock 
market wealth. Economic growth remained vigorous through the 
first half of the year. As the risks of faltering economic expansion 
diminished, the dangers of intensified inflationary pressures re- 
emerged. Utilization of labor and capital reached the h^hest levels 
in many years and hints of acceleration begsm to crop up in wage 
and price data. 

In these circumstances, the Federal Reserve was well aware that 
it should not fall behind in establishing enough monetary restraint 
to effectively resist these inflationary tendencies. The system, ac- 
cordingly, took a succession of restrfuning steps. 

The monetary actions were undertaken so that economic expan- 
sion could be maintained. We recognized that to do so, additional 
price pressures could not be permitted to build. We do expect eco- 
nomic growth to continue and inflation to be contained. 

The central tendency of FOMC members' expectations for real 
GNP is for 2% to 3 percent growth over this year tmd 2 to 2h^ per- 
cent over 1989. Although an erratic month-to-month pattern can be 
anticipated in our trade deceit, improvement in the external sector 
on balance is expected to replace much of the reduced expansion in 
domestic demands. 

Employment growth is anticipated to be substantial through 
1989, though some updrift in the unemployment rate may occur. 
Capacity utilization could well top out soon as growth in demands 
for manufactured goods slows to match that of capacity. 
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Considering the already limited slack in available labor and cap- 
ital resources, a leveling of the unemployment and capacity utiliza- 
tion rates is essential if more intense inflationary pressures are to 
be avoided. Otherwise, aggregate demand would continue growing 
at an unsustftinable pace and would soon begin to create a destebi- 
lizing inflationary climate. 

Prospective increases in import and agricultural prices also have 
accentuated inflation dangers. We must not let these price level ad- 
justments spill over to a sustained higher rate of increase in wages 
and prices. 

r The costs to our economy smd society of allowii^ a more intense 
I inflatioDEiry process to become entrenched are serious. The long- 
run costs of a return to higher inflation and the risks of this occur- 
ring under current circumstances are sufficiently great that Feder- 
al Reserve policy at this juncture might be well advised to err more j 
on the side of restrictiveness than of stimulus. ^ J 

We believe that monetary policy actions to date, together with 
the fiscal restraint embodied in last fall's agreement between the 
Congress and the administration, have set the stage for containing 
inflation through next year. 

The FOMC believes that efforts to contain inflation pressures 
and sustain the economic expansion would be fostered by a growth 
of M2 and M3 over 1988, well within their reaffirmed 4 to 8 per- 
cent annual ranges. The debt of nonfinancial sectors is smticipated 
to remain near the midpoint of ite reaffirmed 7 to 11 percent moni- 
toring range. 

For 1989, the FOMC has underscored its intention to encourage 
progress toward price stebUity over time by lowerii^ its tentetive 
ranges for money and debt. We have preliminarily reduced the 
growth range for M2 by 1 percentage point to 3 to 7 percent. That 
is, a range of 3 to 7 percent. We have lowered the tentative 1989 
range for M3 by Vi a percentage point, a range of 3Vi to 7V4 per- 
cent. 

The monitoring range for domestic nonfinancial debt for 1989 
also has been reduced by V2 a percentage point to a tentative 6'/^ to 
lOVa percent range. The specific ranges chosen for 1989 are, as 
usual, provisional. The FOMC will review them carefully next Feb- 
ruary in light of intervening developments. 

Anticipating today how the outlook for the economy in 1989 will 
appear next February is obviously difficult. A major reassessment 
of that outlook will have implications for appropriate money 
growth ranges for that year. 

Despite the chemges in the economic settii^ over the last 6 
months, massive deficits in our extemetl paymente and internal 
fiscal accounts remain. As a Nation, we are stUl living well beyond 
our means. Our current account deficit indicates how much more 
deeply in debt to the rest of the world we are sliding each year. 

As a Nation, we cannot expect our foreign indebtedness to grow 
indefinitely relative to our servicing capacity without added in- 
ducemente to foreigners to acquire dollar assete. These added in- 
ducemente could take the form of either higher real interest rates 
or a cheaper real foreign exchange value for dollar assets, or both. 
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To be sure, such changes in market incentives would have self- 
correcting ejects over time in bringing our domestic spending 
more into line with our income. 

But simply sitting back and allowing such a self-correction to 
take place is not a workable policy alternative. Trying to follow 
such a course could have severe drawbacks now that our economy 
is operating close to effective capacity and potential inflationary 
pressures are on the horizon. 

Fortunately, we have a better choice for righting the imbalance 
between domestic spending and income, one over which we have 
direct control — that is, to resume reducing substantially the still 
maissive Federal budget deficit. The Federal Government remains 
the most important source of dissavings in our economy. The fall in 
the dollar we have already experienced over the last few years, 
even allowing for the dollar's appreciation this year, has set in 
motion forces that should continue to narrow our external deficits. 

The associated loss of foreign funds needs to be replaced by 
greater domestic savings. A sharp contraction in the Federal deficit 
appears to be the only assured source of augmented domestic net 
savings. Such a fiscal cutback should help counter future tenden- 
cies for future increases in U.S. interest rates and declines in the 
dollar. It would instill confidence on the part of international in- 
vestors in the resolve of the United States to address its economic 
problems. 

The schedule under the Gramm-Rudman-Hollings law is a good 
baseline for a multi-year fiscal strat^y. I trust the Congress will 
stick with it. But we should go further. Ideally, we should be 
aiming ultimately at a Federal budget surplus. TTien Government 
savings could supplement private domestic saving in financing ad- 
ditional domestic investment. 

The strategy for monetary policy needs to be centered on making 
further progress toward, and ultimately reachii^, stable prices. 
Price stability is a prerequisite for achieving the maximum eco- 
nomic expansion consistent with a sustainable external balance 
and high employment. I^ice stability reduces uncertainty and risk 
in a critical area of economic decision-making. 

By price stability, I mean a situation in which private decision- 
makers can safely ignore the possibility of sustained, generalized 
price increases or decreases. 

In the process of fostering price stability, monetary policy also 
would have to bear much of the burden for countering any pro- 
nounced cyclical instability in the economy. This is especially true 
if fiscal policy is following a prc^am for multi-year reductions in 
the Federal budget deficit. 

In these circumstances, monetary policy has to remain flexible to 
respond to unexpected developments. A perfectly flexible monetary 
policy, however, without any guideposts to steer by can risk losii^ 
sight of the ultimate goal of price stability. 

Money growth has an undisputed, long-run relation with infia- 
tion, but in a shorter-run context, monetary aggregates have draw- 
backs as rigid guides to monetary policy. Financial innovation and 
deregulation in the 1980'8 have altered the structure of deposits. 
They also have made the velocity of money more sensitive to inter- 
est rates. 
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Still, I don't want to leave the impression that the aggregates 
have little utility in implementing monetary policy. They have an 
important role and it is quite possible that their importance will - 
grow in the years ahead. 

Currently, M2 and M3 are among the indicators influencing 
policy adjustments. 

At times, in recent years, we have intensively examined the 
properties of seversd Eiltemate measures. An emalysis of the mone- 
tary base appears as an appendix to the board's Humphrey-Haw- 
kins report. The FOMC's view is that its behavior has not consist- 
ently added to the information provided by M2 and M3. The com- 
mittee, accordingly, has decided not to ^tablish a range for this ag- 
gr^ate. 

Because the Federsd Reserve cannot rely solely on signals from 
the monetary aggregates to guide short-run operations, we have to 
interpret the behavior of a variety of economic and financial indi- 
cators as well. Judgments about the balance of various risks to the 
economic outlook need to adapt over time to the shifting weight of 
incoming evidence. 

To be sure, we should not overreact to every bit of new informa- 
tion because of the transitory noise in economic statistics. But we 
need to be willing to respond to indications of changii^ underlying 
economic trends without losing sight of the ultimate policy objec- 
tives. 

To the extent that the underlying economic trends are judged to 
be deviating from a path consistent with reaching the ultimate ob- 
jectives, the Federal Reserve would need to make mid-course policy 
corrections. Deviations frtun the appropriate directions for the 
economy will be inevitable, since the effects of previous policy ac- 
tions are delayed and uncertain. 

Numerous unforeseen forces not related to monetary policy will 
continue to buffet the economy. The limits of monetary pohcy in 
short^run stabilization need to be borne in mind. The business cycle 
cannot be repealled. But I believe it can be significemtly damped by 
appropriate policy action. 

Price stability cannot be dictated by flat. But governmental deci- 
sion-makers can establish the conditions needed to approach this 
goal over the next several years. 

Thank you very much, Mr. Chairmfm. 

[The prepared statement of Alan Greenspan can be found in the 
appendix.] 

Chairman Neal. Themk you, Mr. Chairman. You headed the 
commission that looked into the social security system not too long 
ago. I have become increasingly concerned about several things in 
t£is area. One is that we continue to kid ourselves about the level 
of the budget deficit because we count the building surpluses and 
the social security trust funds into the overall unified budget and 
use those surpluses to offset deficits in other aspects of the budget. 
This results in statistics that show the real deficit that is consider- 
ably higher than it appears because we are using trust funds to 
offset part of the real numbers. The socifd security trust fund sur- 
pluses £u-e anticipated to grow dramatically, bmlding, some say, to 
a trillion dollars. Wouldn t it be a good idea to remove the social 
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flecurity fund entdrely from die budget, to «to|> counting it in the 
unified budget. I'd like you to ownment on this. 

Second, we are operating lutder the assumption that, because of 
demographic changes down the road, roughly somewhere after the 
turn of the century, the ratio «f working peofie to retired people 
will be lower than it is now. Some even suggest that there will be 
one retired person for every two working people at that time. We 
are building the social security trust funds to meet the require- 
ments (rf' that time. 

While that is one way to look at it, it seems to me equally as 
vEilid to think that when the time comes, when this ratio changes, 
that there will still be a significant amount of work to be done in 
this country and that we will in fact invite people in from other 
countries, either as guest workers or under some other agreement, 
to do the work. And, if we have people here from other countries 
doing work, these people would pay under our social security 
system. I would think that it wouldn't be too hard to see how they 
could pay in at that time. Wouldn't it be a good idea, less of a 
drain on the economy, for us to keep a 7-month, 10-month, or year- 
surplus in those trust funds to meet the current needs. We m^ht 
want to adjust the social security rate — it could be higher or lower, 
maybe once a year — to maintain that 7- to 12-month reserve in- 
stead of building massive reserves beyond that point, with the an- 
ticipation that we would then fund the retirement of those people 
who will be retiring around 2020 from payments made by guest 
workers and other American workers. 

Chairman Greenspan. Well, in answer to your first question, Mr. 
Chairman, I think that there is a bit of unwarranted euphoria 
about the outlook for the total fiscal accounts of the United States 
because of the prospective very large surplus which will surface in- 
evitably under the existing structure in the social security funds. 

The Congress, as I understand it, does contemplate eventually — 
in a few years — taking social security off budget and, in a sense, 
dealing with the remaining budget process excluding the social se- 
curity trust funds. 

The problem I have in evaluating this is that while it is certainly 
the case that we will be building, according to plan, a very substan- 
tial social security surplus, the longer-term outlook for the non- 
social security trust fund part of t^e budget is likely to be deterio- 
rating. To balance that segment of the budget is going to be very 
difHcult to do, and it's going to require very great effort on the pert 
of the Congress to make certain that that is done in the years 
ahead. 

As a consequence of that, I think the presumption that we're 
somehow going to very readily slip into the unified budget surplus 
of the type which I had discussed in my prepared testimony, is, I 
think, a bit overdone. 

Congress and the next administration are going to have a very 
tough problem in restoring fiscal balance, even with the social se- 
curity trust funds on budget. If we take that surplus off, obviously, 
it's going to be very significantly more difficult. 

When in the commission we were discussing this question of on- 
budget, off-budget, there were lots of pluses and minuses. 
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We should not, in any event, and we will not, completely elimi- 
nate the concept of the unified budget deficit because from aa eco- 
nomic anfilysis point of view that is the beat statistic that we have 
that measures the net claim on the Nation's resources from the 
Federal Government. 

So that number will continue to be something which the Con- 
gress should and will be continuing to focus on emd that's the 
number which I think we should ultimately have in surplus. 

Implicit in that, of course, is that the remainii^ non-social secu- 
rity trust fund budget will be in deficit to some respect and that it 
will be covered by the social security surpluses. 

I think that is the appropriate way to look at that. The commis- 
sion essentially decided to move toward very lai^e surpluses be- 
cause the alternate procedure of looking at the issue of variable tax 
rates induced the types of fluctuations and rates which we on the 
commission thought would be too unstable and difficult to deal 
with in an economic policy basis. It would also be difficult to deal 
with politically because you would be increasing and decrezisii^ 
taxes quite often in a way which I don't think would be easy or, 
from a long-term fiscal policy point of view, perhaps all that easy 
to implement. 

We decided in the commission to move away from the historic 
pay-£i8-you-go social security procedure largely for this reason. We 
rec<^nize the great difficulty that is created by building up this 
huge fund and lettii^ it down, but we consider that the least worst 
alternative to this particular problem. 

Chairman Neal. I would like to point out that as the tnist fund 
builds, there is going to be ever more temptation to spend it. It is 
idso noteworthy, it seems to me, that we will be fmanciM a huge 
portion of our Federal budget with the most regressive of me taxes 
that we use anywhere. 

Chairman Greenspan. Well, Mr. Chairman, I think that that 
issue can be redressed in different areas of our tax code. I would be 
disinclined to move away from the type of recommendations which 
we at the commission made and which the Congress embodied into 
law, fully recognizii^ the issues that you have raised in your earli- 
er remarks. 

What we found in endeavoring to find a better solution was that 
the alleged better one created even more difficulties in one form or 
another. 

Chairman Neal. I thank you. Let me yield to the distinguished 
gentlemzin, Mr. Leach. 

Mr. Leach. Thank you, Mr, Chairman, 

First, let me welcome you, sir. You're one of the great, distin- 
guished economists of our age. I think it's interesting that you 
b^an your conversation with a rather revolutionary exhortation, 
and that is for Congress to not simply think in terms of a balanced 
bu<teet, but to think in terms of sui^luses. 

Welt, from a legislator's perspective, let me turn it back and ask 
for some accountability from your position as well. 

It strikes me that, and I hesitate to continually pursue one sub- 
ject, that you are in a position that not only observes the entire 
economy, but you are personally accountable for regulating one 
aspect of the economy, and that is banking. 
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The General Accounting Office, which is an ann of the U.S. Con- 
gress, recently did an audit of the auditors that did not reflect well 
on the Federal Reserve Eloard or the Office of the Comptroller, 

From a basic economic perspective, it suggested that accounting 
principles were not adequately carried out. It also suggested that 
LDC debt had not been adequately written off. It also suggested 
that the law of the United States had not been adequately imple- 
mented, particularly the ILSA statute. 

These are very serious chaises coming from a very serious wing 
of the U.S. Congress. 

In the response to the GAO study, the Board sent a letter to the 
Senate of the United States. Some of the Board's observations were 
quite reasonable and understandable. But there's one part of that 
letter and one sentence that I'd like to repeat back to you that I 
think exemplifies the problem, and I would truly ask for its reex- 
amination. 

At one point in the letter, the assertion was made, and I quote: 
"Bank management is in the best position to determine the appro- 
priate levels of reserves" that should be taken against LDC debt. 

Well, that strikes me as a cop-out of regulatory accountability. 
By giving the definitionsd power to banks of what is a good loan 
and what is a bad loan, you're allowing them to regulate them- 
selves. I find this philosophy offensive. It also has certain implica- 
tions for just how far the regulators want to go. 

In any regard, I just think that it's proper for Congress to sug- 
gest toughness in regulation from r^ulators, even though this is a 
deregulatoiy climate. It has enormous implications for the econo- 
my. As we found with the LDC debt issue, the only way to save the 
economic fabric of the world clearing systems, is to make sure that 
the people who have been lent money have the capacity to repay it. 
This implies the United States importing more than we export be- 
cause that's the way you pay back the money center banks. 

It skews economic growth and has enormous implications for 
some sectors of our economy. It, strangely enough, comes back to 
whether regulators at an appropriate period of time demanded ade- 
quate capital ratios for the banks involved. 

Now, to the credit of the Fed, you've moved in the direction of 
the BIS standards. To the credit of the Fed, the national banking 
system is stronger today than 4 or 5 years ago. 

But I do think that we in the Congress have the obligation to 
press on this issue. 

But I'd like to turn to a little different direction in terms of regu- 
lation. The Fed also has accountability as a lender of last resort. In 
another statute, the FSLIC bill passed last year. Congress asserted 
that the thrift regulators should have the exact same powers of 
regulation that banking regulators do. 

I know there have been an increasing number of inter-agency 
workings with thrift regulators. This is somewhat new in terms of 
its intensity. But my sense is that macro-economics has not been 
applied to the subject matter and Fed oversight and coordination 
with the thrift regulators have not occurred in a very serious 
manner. Let me cite some examples. 

We have a circumstance today where net worth certificates are 
being used by a bankrupt fund which impels growth in the indus- 
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try and represents a claim on the U.S. taxpayer at some point in 
the future. 

I would wonder what the Fed position is on the extensive use of 
net worth certificates. We have a circumstance in which, thrifts 
with negative net worths are eillowed to grow. I^ast year, over 100 
thrifts with negative net worths grew more than 10 percent a year. 
A few even doubled in size. 

What is the position of the Federal Reserve Board on this subject 
matter? 

We have other circumstances in which "rescued" thrifts are 
planning to double in size over a 6- or 7-year time period. 

We have another circumstance in which the Chairman of the 
Federal Home Loan Bank Board asserts that the thrift industry 
should expand by 7 percent a year for the foreseeable future. This 
expansion rate is above the inflation rate. 

I would like to ask you, as Chairman of the Federal Reserve 
Board of the United States, with the prospect of using your re- 
sources at some point in time to bail out the thrift industry, wheth- 
er you and your staff are urging the thrift regulators to hold the 
line on growth. 

You've urged Congress to develop surpluses, a revolutionary con- 
cept. 

I would say to you as a regulator, isn't it time that certain as- 
pects of the financial community "shrink." What are you doing to 
achieve this objective? And does this objective seem reasonable 
given that Congress may be looking at a taxpayer bail-out in the 
not too distant future? 

Chairman Greenspan. Mr. Leach, let me make a few comments 
with respect to the issues you have raised. 

First of all, let me just say that regulation, per se, does not mean 
and should not mean lax supervision. I think that one has got to be 
very careful about that issue because it c£m very easily slip and one 
could inappropriately evaluate many problems which currently 
confront depository institutions as problems of deregulation when, 
in fact, it was lax supervision over the years which basically was a 
problem in some areas. 

The question with respect to our view that bank management is 
best suited to make a determination of the quality of individual 
loans really rests on the issue that the first judgment as to the 
nature of that loan is best left in the hands of those who have 
made the loan and understfmd it. 

That does not mean that there are not overriding supervisory ac- 
tions taken on occasion which override one way or another what 
management views are. 

The whole ICEIRC process, for example, is directed in precisely 
that area and enforces certain actions which management may or 
may not have taken previously. 

But it is a mistake to presume that regulators, irrespective of 
their detailed evaluation of the whole process, have the level of 
knowledge that management and loan officers have, or the boards 
of directors who supervise the loan officers within an individual 
bank. It's a mistake to believe that tmy of us have the information 
relevant to making the jufl^ment. 

It is required 
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Mr. Leach. Mr. Chairman, at the risk of presumption. 

Chairman Greenspan. I'm sorry. 

Mr. Leach. It would be inconceivable for the superintendent of 
the State of Iowa banking system to say that about an Iowa rural 
bank. They look at regulation and supervision in a very different 
way. 

I m thunderstruck by the series of quotes you've just made. They 
are in essence saying that you are going to continue to refuse to 
write off a higher percentage of LDC bank loans because individual 
banks have a better view of the strength of these loans. 

It's nuts. 

Chairman Greenspan. No, I'm not saying 

Mr. Leach. That is not how the Iowa superintendent of banking 
would treat a farm loan in a rural bank. 

Chairman Greenspan. No, I'm not saying that, Mr. Leach. What 
I am sayii^ is this. That basically, each individual bank has cer- 
tain types of loans and I'm saying there is a body of information 
that is held in that bank which we do not have a level of access to 
that they do. What I'm trying to say is that the initial juc^ment 
should, of necessity, be the individual bank management. 

That is not to say that in supervision we don't obviously override 
it. That is the purpose of supervision. That's what we do. 

But what I don't want us to be doing is to dictate to the bank in 
advance of their juc^ments what we think of particular loans. 
What that will do is to undercut the process which is crucial to our 
whole credit extension intermediation process in this country 
which puts the burden on bank management to the shareholders of 
the banks in a manner which enables them to balance risks in a 
manner which we CEmnot do. 

But I am not saying that supervision merely automatically ac- 
cepts whatever management chooses to say about a loan. 

On the contrary, the whole purpose of the supervisory process is 
to review the previous actions of management and, where desira- 
ble, question and, where appropriate, change those decisions. 

But the emphasis I want to place here is the appropriate balance 
of what supervision should be. It's a combination of appropriate 
evaluation of risk and reserving by management with oversight by 
supervisory authority. 

Mr. Leach. Could you comment on the thrift issue? 

Chairman Greenspan. I'm sorry? 

Mr. Leach. Could you comment on the thrift issue? 

Chairman Greenspan. The thrift issue is a difficult one because 
it has emerged in a period as best I can judge, having been in the 
private sector at the time — when a number of things happened 
which made supervision rather difficult and, in retrospect, clearly 
less than would be required and was required at the time. 

I, myself, have a periodic brefikfeist with the other regulators, in- 
cluding the Chairman of the Federal Home Loan Bank Board. And 
we discuss a nimiber of the issues, Mr. Leach, which you have 
raised and we do comment back and forth and I give my opinions 
to him on occasion as they are relevant. 

Mr. Leach. Can you tell us, have you su^ested to him that the 
industry should grow or shrink? 
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Chairman Greenspan. I have not raised that specific issue with 
him. 

Mr. Leach. Have you raised the issue of whether institutions 
with a negative net worth should increase in size? 

Chairman Greenspan. Well, no. I think he is aware of that fact 
and his view is that they have at this st^e controlled the problem. 
I certainly would agree with you, as he would, that institutions 
with n^ative net worth should not be growing inordinately. 

Mr. Leach. Mr. Chairman, my time has expired. All I would say 
is that this Congress expects the regulators to work together to 
constrain the thrift problem to diminish as much as possible public 
taxpayer liability. 

Chairman Greenspan. I couldn't agree with you more, Mr. 
Leach. 

Mr. Leach. Fine. Thank you. 

Chairmem Neal. Let me explain to my colleagues. I will try to 
give everyone the amount of time that they need. At this time, I'll 
yield to Mr. Barnard. 

Mr. Barnard. I will yield for a question to Mr. Saxton. 

Mr. Saxton. Thank you very much, Mr, Barnard. I appreciate it 
because, I guess as all of us this morning, my time is somewhat 
limited and I appreciate going out of turn. 

I'm tempted to return to Chairman Neal's question about social 
security because I have recognized, as he has, the direction in 
which we're heading with regard to the fact that the social security 
trust fund is developing a rather substantial surplus and that it ap- 
pears to many as though that offset in our unified budget in terms 
of the use of that surplus, at least for bookkeeping purposes, gives 
a somewhat false impression of where we are with regard to our 
budget deficit. 

However, I stop short of the position that Mr. Neal seemed to be 
heading in with regard to putting social security back on a money- 
in, money-out basis. One of the things that he did that was right 
was to show the American people that we do have a way to guaran- 
tee that long term, or at least medium term, in the social security 
trust fund will be in good shape. 

We went through the 1972 crisis, the 1977 crisis, the 1983 crisis. 
Subsequent to all of that, the surplus makes middle-aged and older 
Americans feel good. 

I think that, while I understand Mr, Ne£il's position, 1 just 
wanted to say that there are some of us who appreciate very much 
where we are with regard to the trust fund. 

The question that I'd like to turn to, however, has to do with a 
little bit different subject, with regard to our economic situation 
and where we find ourselves with the labor market. 

As I travel through New Jersey and the surrounding area, I find 
the economy so good that employers are having a very, very diffi- 
cult time finding people to work. 

I've even had situations where I've pulled up to a gas pump at 
my favorite gas station. The owner comes out and expresses his 
frustration at not being able to find people to work for him, to the 
point where he's beginning to wonder if it's a good idea to even 
keep his gas station open. 
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I'm wondering what kind of influence, long term, that will have, 
that kind of an economic situation will have on labor and on 
wages. Won't, in your opinion, there be a tremendous surge, or at 
least a tendency to dramatically increase the cost of labor because 
of the short supply that we seem to be experiencing currently? 

Chairman Greenspan. Well, Mr. Saxton, I think that whenever 
we get into periods of major business cycle expansion and falling 
unemployment rates, there are inevitably areas of the economy in 
which labor is perceived of as short. That in many respects is good, 
not bad, in that it is implicit in any vigorous economy that one 
does run into shortages here and there. It s the extreme case which 
we're trying to avoid. 

During the second quarter of this year, New Jersey had a 3.6 per- 
cent unemployment rate, which was almost 2 full percentage 
points under the average for the quarter. And despite a rate in 
New Jersey and up through New Englsmd that is well below the 
current average, we do not yet have any really major, very difficult 
shortages of workers nationwide. 

In fact, there is a considerable amount of what I would call mi- 
gration arbitrage going on in this country in which various differ- 
ent areas of the country which have excess and tight labor markets 
tend to interract to average out the demand and supply. 

That's one of the reasons why, even though there s been some 
quickening in the pace of wage increases in recent months, we still 
don't have the type of tight accelerating markets which would best 
be characterized by really having difficulty finding people and 
keeping businesses open. 

We don't have that at the moment in any general sense and I 
can't imagine that emerging in the period immediately ahead. But 
it is unquestionably something which we have to keep an eye on. 

Mr. Saxton. Thank you very much, Mr. Greenspan. Again, 
thank you, Doug, for permitting me to go out of turn. 

Mr. Barnard. Mr. Chairman, it's a pleasure to have you with us 
today. Certainly, your report is of great interest to us, even though 
at this short night that we just spent, it's maybe a little bit diffi- 
cult to comprehend. 

I've got several areas that I'd Just like to ask a question. 

Number one, since we're on social security this morning, I would 
just like to ask, has the Fed given consideration to the increase in 
the percentage of debt that's held. Federal debt, that's held by the 
social security system and the other Government trust accounts, 
and the fact that it's increasing as it is? That along with the fact 
that the demographic trends show there is an aging of the baby 
boomers which they have forecast there would be increasing sav- 
ings. 

So, therefore, the demographics would be that there would be 
less demand on borrowing and probably a greater increase from 
that sector on savings. 

Now, if those parameters are anywhere at all correct, the ques- 
tion I was asking is what effect is that going to have on some of the 
financiE^ institutions if mortgages seem to decline and bond inter- 
est rates decline? Is that going to have an ulterior effect on some of 
our finEmcial institutions? 
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Chairman Greenspan. Well, first, let me say. Congressman, that 
the special issues which are held by the social security trust fund, 
special tretisury issues, are not something which we at the Fed are 
particularly concerned about because these are not public issues. 
They are not the types of issues which appear in the market and 
which we have to keep a cl(»e eye on. These are merely the form 
in which the surplus is accumulating in the social security trust 
fund. 

It's an intra-Federal Government transfer and, as a consequence, 
it is not something which creates problems for monetary policy. 

The shifting demographics, as you point out, does have an effect 
on the mortgage market in this sense — as you begin to shift the 
population structure, the rate of increase in household formation 
begins to slip as a percent of the population and you do get some 
downward pressure for net new home demand and net new mort- 
gage credit demand. 

However, an increasing part of mortgage credit extensions — in 
fact, currently, [>erhaps the most important part-^is the exten- 
sion's net of mortgiiges on existing homes. That stock, of course, is 
continuing to rise with the population. 

It may well be that the net credit demand for existing homes, 
which will be continuing to rise, will offset the amounts that are 
required on extensions for new homes. 

So, overall, I don't expect that the mortgage market, per se, is 
going to become a significantly different form or different position 
in the overall financial system. As a consequence, it is not likely to 
be a significant factor impacting the structure of our financial in- 
termediary institutions. 

Mr. Barnard. Mr. Chairman, in looking at the report and sort of 
reviewing the parameters that you surest on the money aggre- 
gates, I don't see that you share the same euphoria that's seeming- 
ly being expressed about the economy. On page 6, I was especially 
token with the statement that you made that a more serious long- 
run threat to price stability could come from Government actions 
that introduced structural rigidities and increased cost of protec- 
tion. 

So sometimes I think that the public gets the impression from 
the dictum that comes from various sources that we are on a roll, 
that a trend has developed. So, therefore, caution and concern 
maybe for fiscal policy maybe will go out of the window. 

That troubles me because on the heels of that, nobody wants to 
talk about taxes smd, as a result, it troubles me how we talk about 
trying to control the Federal deficit which you continue and I 
think r^htfuUy so, try to alarm us about. 

So I would just say that it looks like the FMOC is monitoring the 
fiscal affeurs of Coi^ress, what we're doing, and I think rightfully 
we should be. 

But I do get the feeling from your statement that you are very 
much concerned that we are not on a trend toward economic im- 
provement. 

Chairmtm Greenspan. Well, I'm certainly very much concerned 
about the fiscal situation. I think that it is a far more difficult 
problem to resolve than I think we understand. It is a very deep- 
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seated, political resource allocation problem which is as difficult a 
problem that a democratic society has. 

I think that we certainly have made considerable progress in the 
last several years. I am concerned that we will cease to realize the 
need to make certain that the deficit continue down until it ceases 
to become a destabilizing force. 

The problem with this is that — as you well point out, Congress- 
man — it is very difficult to convince people that we have a problem 
when, indeed, we have an unquestionably very vigorous economy, 
one which is by most indicators doing exceptionally well. What can 
be wroi^ 

That could very readily lead to a degree of euphoria and unwill- 
ingness to come to grips with dif^cult problems. We will ultimately 
find that when the problem hits, it is very late in the game and 
very difficult to deal with. 

I think that the Gramm-Rudman-Hollings targets have been very 
helpful, in retrospect. I understand we've played games with them. 
We ve done a number of things which, really, one could readily 
argue is not quite appropriate. But I think the process has been 
working, I think it's very crucial that we resolve the budget issue 
while the economy is doing well because the business cycle, as I in- 
dicated earlier, is not dead. Sometime it will re-emerge. Fiscal 
problems are very difficult to handle under those conditions. 

Mr. Barnard. Of course, I know that you don't want to get into 
th& political aspects of this, but how detrimental would it be if, to 
further reduce the deficit, hopefully in 1991 to zero, would em in- 
crease in taxes be? 

Chairman Greenspan. Well, I have always argued that the 
major thrust of cutting the FederftI deficit has got to be on the ex- 
penditure side to be effective over the long run because, ultimately, 
the Coi^ess will fund whatever is appropriated for expenditure. 
Taxes will ultimately meet the expen(£tures or we will be running 
chronic deficits. 

If we are capable of getting expenditure growth down by either 
program elimination or program contraction, we have the best ca- 
pability of resolving the bucket deficit problem. 

I dislike the issue of moving on the tax side largely because I'm 
not certain it's fully effective. I have in this forum and in others 
advocated a gasoline tax which could be quite significant, but I ad- 
vocated that in part largely because I think it has other economic 
purposes which are important for long-term energy policy. 

But I recognize that at some point taxes have to be part of the 
package. It would be a mistake, however, to make it a key and fun- 
damental part of the deficit reduction package because I think, in 
the end, we'll find that it doesn't work anywhere near as well as 
one which emphasizes cuts in expenditures. 

Mr. Barnard. But don't you think we have had an unusual re- 
duction in revenues in the last 7 years? 

Chairman Greenspan. Well, as a percent of the gross national 
product, they have not changed all that significantly. Those who 
argue that the big deficit rise occurred as a rise in expenditures as 
a percent of the GNP over the long run, I think have got the better 
of the argument in the numerical sense. 

Mr. Barnard. Thank you very much. 
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Chairman Neal. Thank you, sir. Mr. Hubbard? 

Mr. Hubbard, t would yield to Chairman Gonzalez. 

Mr. Gonzalez. No, no. Go ahead. 

Mr. Hubbard. Thank you, Mr. Chairman. I appreciate your being 
with us. 

We did meet 15 hours yesterday and this morning to complete a 
major banking bill quite different from the Senate version which 
pa^ed earlier. 

Your recent letter to House Banking Committee Chairman Fer- 
nand St Germain was frequently mentioned yesterday during the 
discussion of the banking bill. 

Let me please mention to you that, as you know, one controver- 
sial part of that bill is that 14,000 banks across the United States 
of America, if the House version prevails, would be required to 
cash Federal, State and local government checks. You mentioned 
this provision in your letter to Chairman St Germsun. 

There would be no exclusions the way the bill finally passed the 
House committee this morning at 3 a.m. So the big banks in New 
York, Chicago and Los Angeles would be required to cash Federal, 
State and local government checks and bo would banks in my dis- 
trict, such as the bank of Farmington, the bank at Lowes, and the 
bfmk of Tileen, very small banks, one employee, assets at one of 
those banks being less than $1 million. 

Could you give us your views on what the effect of this will be 
upoa the banking community relating what you mentioned in your 
letter to Chairman St Germain. But now that the House Banking 
Committee has passed that provision with no exemptions, could 
you give us your views on how difficult this will be for banks to 
abide by this if our version became law? 

Chairman Greenspan. Well, I haven't had a chemce to read the 
final version that came out of that extraordinary session early this 
morning. I do understand, however, that you did lower the $3,000 
upper limit to — was it $1,500? So that helps in part. 

The major difficulty that we have with that is the potential for 
significant increases in fraud. The little I learned about what you 
did this morning was that there were some indications of tighten- 
ing up on that issue. 

But I do think that it's going to be quite important, if that even- 
tually prevails, to keep a very close eye on whether or not fraud 
accelerates because it can very readily do in a small bank. One bad 
check or series of bad checks — fortunately, at the much reduced 
level — can eat into resources quite readily. 

This is the reason why we advocated either variable fees rather 
than the fixed fee that was involved or any of a number of other 
methods involved to make certain that the bemks, especially the 
smaller banks, are protected from any acceleration in counterfeit- 
ing or misuse of Government checks. 

Chairmim Neal. Would the gentlemtm yield to me briefly on 
that point? 

Mr. HuBBAKD. Sure. 

Chairman Neal. We ended up with an agreement with a provi- 
sion that would work as follows: There will be a two-tiered bank 
account offered to low income people, including a provision, those 
who do not want the r^ular services of a bfmk. This is instead of, 
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as the bill originally called for, people going to a bank and register- 
ing if they want to use the bfink for Government check-cashing. 
They now will have the choice of any of the range of the accounts 
that the bank has to offer, if they want. But there is also a provi- 
sion in the bill that requires so-called lifeline account, which metny 
banks offer now, such as 10 checks a month and a fee of $3 or $4. 

In addition, we have added a new kind of bank account, which is 
a check-cashing account. People open the account, wait 20 days, in 
any case, so that there can be an adequate verification of signa- 
ture, residence, and so on. From that time on, if a person wanted 
jufit to use the account for cashing a check, they would take the 
check to the bank and the maximum charge would be $2 per check. 
We used that figure because that was what was in the bill. 

The benefit, we think, over the long haul is that we would en- 
courage direct deposit We do not want to force anyone to do any- 
thing they do not want to do. But we would hope that VA, social 
security, and other welfare agencies, would put notices in with the 
checks suggesting that people could get same-day cash for the 
check if they would go for direct deposit. 

I believe this would reduce fraud and abuse significantly. It 
seems to me we've made a lot of progress in this area. 

Mr. Hubbard. That's all right. 

Chfiirman Neal. If you do not like the idea, let us know. It seems 
to me we have come up with something that is both practicable 
and workable. 

Chairman Greenspan. When we see the print, we'll take a close 
look at it. 

Chairman Neal. We would be interested in your comments on it. 

Mr. Hubbard. Efforts by the banks to go into the insurtmce and 
real estate industries failed yesterday. 

Would you comment on current restrictions on banks expending 
into insurance and real estate sales, as well as provisions that 
would stop banks from underwriting mutual funds? 

Chairman Greenspan. Well, we basically as a Board reviewed 
the whole set of issues related to insurance and security powers, 
and real estate powers. 

The Board of Governors essentially signed off on, so to speak, S. 
1886. All I can say to you is our general position is consistent in 
support of the Senate bUl in those areas. 

Mr. Hubbard. Last, would you comment about the Senate Bemk- 
ing Bill, which, if our version prevails in the House, then we go to 
conference and the Senators come forth with their version, which 
only had two votes in opposition. 

How do you feel about the Senate Bankii^ Bill that Senator 
Proxmire is so proud of and the Senators have almost unanimously 
endorsed? 

Chairman Greenspan. As I said, we at the Board especially re- 
viewed that legislation and concluded that we would unreservedly 
support that bill; that is, the Senate print. 

Mr. Hubbard. Thank you, again. Chairman Greenspim, for being 
with us today, 

Chaurman Neal. Mr. McCoUum? 

Mr. McCoLLUM. Thank you very much, Mr. Chairman. 
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Chairman Greenspan, I apologize for being a little late this 
morning. It was not the hour that we were up last night, though I 
know that some of your staff was with us and we appreciate their 
staying until the wee hours of the morning. But I happen to be 
chairing — not chairing, but being the ranking Republican — wish I 
could be chairing once in a while — another subcommittee over in 
Judiciary that's involved with the drug issues today, and it did con- 
sume me earlier. 

But I did have a couple of questions that I don't believe from lis- 
tening to my colleagues and telking with staff you've had occeision 
to fully address this morning. 

Yesterday's economic figures came out and I know that they are 
certainly showing some more heating of the economy, if you will. I 
guess in some quarters the figures were lower than expected and to 
some, perhaps, they were too high. The market certainly reacted in 
the aitemoon to them. 

I'm curious to know what you make of those figures. Are they 
consistent with what you would have anticipated? I know you've 
expressed concern — obviously, we always are concerned with infla- 
tion and where it may lead and higher growth in the economy. I 
know you've talked about the labor problem and employment. 

But what do we make of those figures yesterday? 

Chairman Greenspan. I think in the physical volume sense, they 
came out pretty much as we expected b^ause the GNP accounts 
are not new data. In other words, it's not as though new informa- 
tion has come out. 

What it is is a very detailed combination of previously published 
information which we at the Fed have as well as the Department 
of Commerce. So it depends on how one evaluates what those num- 
bers are. 

The only thing that I found a bit surprising was the extent of the 
rate of inflation published for the second quarter, that the fixed 
we^ht index for the GNP deflator at 4.7 percent seemed somewhat 
larger than I would have expected one would come up with, coming 
from the already published sets of data. 

The refisons for that are the different ways of evaluating certain 
numbers. But remember that we have nothing more than effective- 
ly the Consumer Price Index, some agricultural prices, wholesale 
prices, and we recombine them in somewhat different ways. And 
we seasonally adjust them somewhat differently. 

But aside from that, I think the numbers continue to essentially 
indicate that the economy is clearly in a relatively sustained ex- 
pansion. And we did not, as a consequence of all of the data that 
we had, really have to review the Humphrey-Hawkins report 
which was done prior to those data because, in a sense, the num- 
bers essentially came out reflecting the type of economy that we 
had previously been evaluating. 

Mr. McCoLLUM. Mr. Chairman, I know every person in your posi- 
tion has the difficult tightrope to walk of wearing two or three dif- 
ferent hats, managing the Federal Reserve System, giving advice to 
Congress on fraud policy questions with regard to where we go 
with issues such as Mr. Hubbard was asking about in the bsmking 
area and, of course, advising, counselling, voting, encouraging or 
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whatever, open market considerations, which is the monetary 
policy area that we specifically are talking about today. 

In wearing those hats and in walking that tightrope, I never 
have asked questions, and I'm not goii^ to this morning, ask you to 
project or indicate any movement in specific actions of monetary 
policy by the Open Market Committee because I think that's inap- 
propriate. 

But I fim concerned, Eis I always am, with the media and witl^- 
the financial markets' response, sometimes erratically, to com — 
ments that are itmocuously made that you have to make in publico 
forums such as this, and your reactions to questions such as I just=: 
asked. Sometimes they read all kinds of things into what seem ver^^ 
Stra^htforward. 

Chairman Greenspan. I've noticed. 

Mr. McCoLLUM. So I traditionally like to ask the question whicts. 
ftllowB the Chairman to not conament on where it's going, but U^ 
give you a chance to breathe some room into the whole process. 

The question I'd like to ask in that light, over the last 3 or 4 
weeks, has there been anything that's occurred in the economic 
picture, including yesterday and those figures you just discussed, 
that would radically alter your advice or what we might anticipate 
with respect to open market policy, as opposed to the basic policy 
movement that you've been conducting here in the last few weeks? 

Chairman Greenspan. I wouldn't think so, Mr. McCoUum. There 
have been a lot of data that have come out in recent weeks. Some 
have been stronger than I would have expected, some weaker. But 
none has altered either my or, as far as I can judge, the Board's 
general view as to where we are going and where we have been. 

That will inevitably happen. This is, in a certain sense, a period 
in which there have been fewer surprises than normal, talking 
back into the spring, let's assume. "Hiat can't continue. History 
tells us that we are going to be surprised by a number of different 
things, and if I knew what they were, I wouldn't be surprised. 

Mr. McCoLLUM. Well, I can respect that and I know that we're 
going to have to vote, Mr. Chairman. I'd just like one brief follow- 
up, and that is to this extent. 

My observations in listening to you over the last several weeks 
since you've been in office and we've had occasion to have you here 
Eis a witness and so forth, have been that the general drift of what 
is going on with the open market policy has been to try to mzuiage 
a pretty steady-as-you-^o ship of state over there. 

I don't — and this is just my observation and you can either com- 
ment on it or not as you choose — I don't see from what you've told 
us today any reason for us to expect dramatic movement toward 
huge discount rate increase to make a change or huge opening of 
the floodgates of money to flood the market place, that you're still 
looking at the pEU*emieters that are pretty stefidy as you go here 
fmd there to make sure that we don t go radically one way or the 
other. 

If you want to comment, you can. I don't want to, again, get you 
into a specific area that you don't want to be in. 

Chairman Greenspan. Let ^e record show that I was uncommu- 
nicative. [Laughter.] 

Mr. McCoLLUM. That's fair enough. Thank you, Mr. Chairman. 
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Chairman Nkal. Thank jwtt, sir. 

We have a vote underway now on iht niie for the Drought As- 
aiatance Act, so we will receas for 10 minutes. Hien we will hear 
from Mr. Gonzalez. 

Mr. Gonzalez. Mr. Quiirman, let me say, I'm not a Member «f 
thie subcommittee, so I'm here as sort of a guest. There's no use 
interfering with the regular Members, even though Mr. Hubbard 
very generously offered to accede to me. 

I just wanted to say that, first, to thank the Chairman for being 
here. But I'm very much disturbed to hear some of the things here. 
I know that everbody's loathe to think or talk about taxes or 
Texas. [Laughter.] 

But since that issue was mentioned, I would like to point out 
that if you do have regular meetings with the regulators, and par- 
ticularly the Home Loan Bank Board, that we meike sure that we 
realize the dimraisions of that problem. 

The Chairman came before us the last time, and on the eve of 
his appearance, upgraded his size of the hole in Texas 100 percent. 
The figures that we're getting indicate that even that revised 
figure is very modest and not accurate and that we've got to expect 
another 100 percent just in Texaa alone. 

Now, I think that we've got to rect^nize that we're not going to 
be able to isolate this crisis to Texas. It's going to spill over. We're 
going to have to confront it. I think we have to recognize the limi- 
tations as to what the industry itself can do and where Congress 
should come in. 

Now, I know that everybody wants to hold everything together 
until November. But I'm just wondering, in case it doesn't. 

I just wanted to leave that thought because I think that we've 
got to think of taxes and Texas because if we don't admit to the 
cause of the dilemma of this monstrous deficit, and that, I think, is 
the fact that we drained the Treasury of $755 Inllion worth of reve- 
nues over a 5-year period. 

Now, we've got to make it up somewhere. So we've got to think 
of taxes. But in the meanwhile, we have the crisis in our financial 
institutions, and particularly in these hard-hit areas that seem to 
be isolated now, but I think will soon be national. 

Thank you, Mr. Chairman. 

Chairman Neal. Thank you, sir. We will recess for 10 minutes 
and be back as soon as we can and pursue some other questions on 
monetary policy. 

Thank you, Mr. Cheiirmem. 

[Recess.] 

Chairmem Neal. The committee will now resume its hearing. 

Mr. Chairman, I would like for you to help us understand the 
recent appreciation of the dollar. According to one popular expla- 
nation, the major central banks of our trading partners are cooper- 
ating to induce some dollar appreciation to help dampen inflation- 
ary pressures in the United States and keep our interest rates from 
rising substantially. What have other central bfmks. particularly 
Germany and Japan, been doing over the last few months in terms 
of exchange market intervention? What has the Fed been doing? 

For sometime, the G7 countries have apparently been operating 
under secret ranges for exchange rates. Why are they secret? Why 
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aren't thejr announced? Have tbey played any role in encouraging 
the dollars recent strength? 

Finally, isn't the dollar's recent strength something a bit woni- 
some, given that we have only recently b^un to make scnne 
progress toward reducing our trade deficit? It appears that the rest 
of the world is all too r^ady to bid up the dollar as soon as it hears 
the slightest positive news about our trade performance. If that 
continues, will th^ constantly thwart serious and sustained 
progress on trade deficit reduction^ 

Chairman Greenspan. Well, Mr. Chairman, let me first just 
quickly comment on the issue of why we don't make ranges of 
intervention limits public. 

To the extent that specific fixed ranges Eire made public, we are 
in fftct on a fixed exchange rate regime. In other words, basically, 
going back to the gold standard when we had just so-called gold 
point spreads between bid and asked on the currencies and through 
the Bretton Woods agreements, we had announced fixed rates. 

That is one type of operation for exchange rate r^imes which 
could be implemented. 

The difficulty of doing that in today's environment I believe is 
that we would find that we would probably in the process destabi- 
lize the system. That is, we would have very great difficulty locking 
into a specific set of exchange rates in today's environment and I 
think that that's generally agreed upon by all of the major trading 
partners. 

Nonetheless, we also agree that stability is clearly superior to 
volatility and, as a consequence, there have been agreements since 
the Louvre accord amongst the G7 to foster stebility of exchange 
rates and that is essentially what the G7, in consultation, has en- 
deavored to do, 

The degree of intervention, as many of our reports have indicat- 
ed and as many have assumed quite correctly, has obviously been a 
good deal less in 1988 than in 1987. Clearly, with the improvement 
of the American trade accounts, stability of the American dollar 
emerged and has been fostered by actions by the G7 in concert, and 
we hopefully will he capable of doing that into the indefinite 
future. 

The recent strength would become worrisome if, in the words of 
the communique which the G7 issued late last year, the dollar rose 
to a point which would essentially create difficulties in the interna- 
tionEU stebilization process; that is, it would be counter-productive 
to the type of adjustmente which we are all endeavoring to do. 

That, in effect is something which clearly we have stipulated as 
a group we would find undesirable. 

So, in general, I think the central thesis is stability, and it is sta- 
bility because it is in our judgment — for all pfulies, all economies 
of the G7 — the exchange rate regime which will most foster at this 
particular stage the implementation of the type of corrective ac- 
tions which are required to bring down the cumulative trade sur- 
pluses, on the one hand, and specifically our very large trade defi- 
cit on the other hand. 

Chairman Neal. Well, is that correct? Is stability at the current 
exchange levels the best way to bring our trade deficit down? 
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Chairman Grbenspan. What I am saying is that the adjustment 
process is contributed to best by stable excheinge rates in this area. 

The reason I say that is, as I've indicated previously, further 
downward adjustments in the dollar would not at this stage create 
any accelerated improvement in the nominal trade deficit. It is 
clear that the process that is already underway and the effects in 
the pipeline toward a major rise, in the physical volume of exports 
and slowed growth in imports, are a consequence of previous de- 
clines in the exchjuige rate and improved productivity and a 
number of other factors. It is not clear that we have capacity in 
our industrial area in the United States to actually significantly 
improve on that export-import change in physical volume terms. 

Chairman Neal. Because we are producing at near capacity. 

Chairman Greenspan. Yes. If that is the case, a decline in the 
dollar will show up as higher import prices, which will make the 
nominal deficit worse, not better. So, as we see it, from the point of 
view of the United States, and there are comparable issues in Ger- 
many and Jafutn, that the adjustment process that is currently 
going on is moving at a reasonably rapid pace, perhaps about as 
fast as one can expect to be achieved. I would say there's really 
nothing that would improve that process by moving away from the 
central focus of stability. 

Chairman Neal. I must say, in general terms, I agree with you. 
However, if the dollar were to continue to appreciate in value, the 
impact, it would seem to me, would be on balsmce negative. 

Chairman Greenspan. I agree with that. I think that the G7 
stipulated that and reaffirmed it at the Toronto summit. 

Cbaurman Neal. So you would see this recent appreciation as 
perhaps an aberration in the longer term trend of stability. 

Chfiirman Greenspan. Well, I don't want to comment on specific 
movements, Mr. Chairman. I would like to just leave my comments 
stay where they are. 

Chairman Neal. It is important to me to know whether the Fed 
is or is not actively trying to encourage appreciation of the dollar. 

Chairman Greenspan. I've read stories that had all sorts of im- 

Elied secret conspiracies involved which I thought were absolutely 
izEure. 

I think that what is in the communiques of the G7 are actually 
what went on in the G7 meetings, what people had in mind. People 
looking for secret meanings in these things, I think they're lookmg 
beyond reality. 

Chairman Neal. That does not interest me, either. 

If I may direct your attention to the chart on the wall which de- 
picts Federal Open Market Committee monetary growth target 
ranges and actual M2 and M3 growth. 

[A copy of the chart may be found in the appendix on page 83.] 

Chairmem Neal. It suggests monetary ease early in the year and 
some tightening beginning in the spring as the aggregates ap- 
proached their upper target remges. 

Would you say this is an accurate depiction of the thrust of mon- 
etary policy? Can we say it was fairly easy in the first quarter, 
then began to tighten? Given the expected strong growth of the 
economy, wouldn t it be wise for the Fed to induce Uie a^^egates 
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to continue the downswing they have now initiated — to finish the 
year somewhere below the mid-range? 

Chairman Greenspan. Certainly, that chart does depict precisely 
what it is that we are endeavoring to do wit^ respect to the mone- 
tary £iggregat«s. We are endeavoring to hold M2 and M3 within 
tjirget. 

It's very difficult to say precisely where within the range we will 
end up. But, clearly, we are focused to try to be well within the 
range because to be significantly on the edge or outside of it would 
suggest that our general view of the way we thoi^ht that the econ- 
omy was emerging had changed. 

Since, as I indicated earlier, it has not, one can reasonably pre- 
sume that we will be, if it continues according to our judgments as 
to where it's likely to end up, pretty much in the middle of the 
range, or substantially there. But whether it's a bit above or a bit 
below is, I think, not too easy to determine. 

Chairman Neal. Thank you, sir. Let me yield to Mr. Pljike at 
this time. 

Mr. Flake. Thank you very much, Mr. Chairman. I'd like to ex- 
press my thanks and appreciation to the Chairman for coming to 
share his wealth of information with us this morning and to our 
Chztirman of the Banking Committee for making it possible, in 
spite of having kept us out half the night and morning, to get up 
even at this early hour to follow through. 

Mr. Chairman, I have three questions that are basically unrelat- 
ed, but may be of some interest. 

First of all, having read some of your comments over the last 
couple of weeks as it relates to the CRA requirements that have 
been bandied back and forth here on the Hill in relationship to 
new banking policy and the new banking bill, is how might we be 
able, to get the hanking community involved in the process of rede- 
velopment, and rebuilding? Then we should be able to move the 
persons who are a part of that potential labor force into more legal, 
productive kinds of jobs than what they're doing now, which in 
most instances is a choice of selling drugs on street corners? 

Chairman Greenspan. Mr. Flake, I think you're raising one of 
the really very difficult problems which is essential for this coun- 
try to address and address in a way which is not at the margins, 
but essentially, it comes to grips with the fundamental issue. 

I don't think it's strictly a banking question. I think it is partW a 
banking question. But I think what has to be done is for us to find 
ways which have been done partly successfully in certain areas, to 
find the means of getting business and investment into these areas 
which create jobs, create profits, create an environment of growth 
and confidence in the future. 

Under those conditions, banks come in very rapidly. I'm con- 
cerned that we not work it in reverse because the banl^ are there 
basically to service credit needs and economic needs, and it's very 
important for us to get the economies going in those sections 
through a lot of different activities. 

We should try to find successful ventures where we begin to 
build up some of those areas. I find it really is extraordinary that 
we've made very little progress in a number of those inner city 
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If we can do that, I think what we're going to find is that banks 
will just normally flock in. It's where their business is. It's where 
their opportunities are. And competition will basically bring a pro- 
liferation of banking. 

The one point I want to leave with you, however, is not to think 
that we can do it in reverse. The banks are not the first ones in 
there. They're sort of somewhere in the middle. We've got to find 
investment. We've got to find businesses. We've got to find job-cre- 
ating activities, financed initially from outside of the area, and 
then you get a synergism which develops which we've seen time 
and time eigain happen. 

That's the process which I think we've got to find a way of initi- 
ating. 

Mr. Flake. Could we not expand some of our ideas that have 
been operative in the development of some Third World nations 
where we actually use risk capital? It is a risk situation when 
we're dealing with unstable dollar and unstable governments. 

Perhaps if we could rethink what it means for us to engage in 
domestic development. Since I realize that we're takii^ a big hit in 
some of those Third World nations, it seems to me that the hit 
would be much less when we're dealing with the same government, 
and the same monetary system. Perhaps we ought to give that a 
great deal more thought emd perhaps more priority than we do in 
developing those areas. 

Chairman Greenspan. Well, I certainly agree. It's risk capital 
that we need. Risk capital emerges when there are opportunities. I 
think what we've got to figure out is a way to create opportunities 
to get that sort of capital in and find progrfuns which initiate it. 

But I think that's exactly the area which is the cutting edge of 
the solution, as best I can see it. 

Mr. Flake. The second question, realizing that you have really 
not had an opportunity to see what came out of this body \aat 
night, but have had some opportunity to look at the Senate version 
of the banking bill and the numbers that have been given over the 
last several weeks in the Wall Street Journal and some other 
papers as it relates to the top 25 banks in the world, of which there 
is no bank in the United States listed. 

What is your feeling in relationship to what the potential bank 
bill that we ultimately come out with will do to improve our com- 
petitive standing in the world market place? I'd like to know if you 
have any particular observations on that? 

Chfurman Greenspan. I certainly don't get concerned by that 
ranking of who is first, who is second, who is 25th or 28th or what 
have you. 

The best and most competitive international bankers are not nec- 
essarily those directly on the top. There's a lot of other issues 
which create international competitiveness. It's an issue of capital. 
It's an issue of managerial skills. It is not an issue of size, after one 
gets beyond a certain point. 

So I, frankly, have given very little thought to the intemationiil 
competitive aspects with respect to either the Senate bill or the bill 
that s emerging here because I'm not sure it's reftlly all that rele- 
vant an isBue. 
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I wouldn't, myself, think of the needs of this tj^ie of l^islation to 
give us greater international competitiveness. That comes from 
other areas and I think that's not a size question. I don't Hnd 
myself particular disturbed by the numbers you are suggestii^. 

Mr. Flake. The last question I guess is of interest r^ardlees of 
where people are in terms of the socio-economic ladder. What is 
your projection as it relates to the remainder of this year and the 
beginning of 1989 in terms of interest rates? 

Chairmem Greenspan. Well, Mr. Flake, I've avoided forecfisting 
interest rates and I think so has the Federal Reserve Board. I 
think I'd just like to leave it at that. 

Mr. Flake. All right. Thank you very much. 

Chairman Neal. Mr. Wortley? 

Mr. Wortley, Thank you, Mr. Chairman. 

Chairmem Greenspan, you look a lot livelier this morning than 
some of your staff people who are sitting behind you who had a 
long evening. 

Chairman Greenspan. I should certainly hope so. [Laughter.] 

Mr. Wortley. I will testify to the fact that they were here, I 
don't think they've been home yet. 

Congressman Flake just alluded to the competitiveness of Ameri- 
can banks. I certainly don't think myself that the consumer aspects 
of the bill that was marked up in this chamber at the early hours 
of this morning is going to contribute anything positively to the 
competitiveness of American banks. 

I know you haven't had an opportunity to read the bill. But do 

Sou have some beisic observations based upon what your stafT may 
ave told you transpired here this morning? 

Chairman Greenspan. Well, as you know, Mr. Wortley, I had a 
number of reservations about the earlier prints and communicated 
that to the chairman of the committee. 

From what I understand, there has been, in my view, improve- 
ments in the bill, clearly both in the securities titles and elsewhere. 

Until I've had a chemce to read and discuss it with our techni- 
cians — where some of the problems may emerge — I really don't feel 
competent to give you a judgment as to anything more detailed 
than that. 

Mr. Wortley. Sure. I can understand. 

Chairman Neal. Would the gentleman yield to me on that point 
for just a second? 

Mr. Wortley. Certainly. 

Chairman Neal. We would like to see your comments when you 
have a chance to review it. We worked on it a long time yesterday. 
Though we made some improvements, there are still more improve- 
ments needed. But your ideas on the subject would be useful to all 
of us. 

ChEiirman Greenspan. By all means. 

Mr. Wortley. Thank you. Let's look a little beyond next year 
and the b^dance of this year into the last decade of this centu^. 
Glance at the 1990's and we see what's going to happen in 1992 
over in Europe, the European Common Market, when they drop all 
of their trade barriers, presumably. 

What effect do you thmk that's going to have on the U.S. econo- 
my? Is that going to mean that we're goii^ to have to become a 
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little sharper in the competitive arena? Will it bode well for the 
United States because we seem to be a few steps ahead of Western 
Europe in our productivity and the like? 

Let's also factor into consideration the final decade of this centu- 
ry when there will be a shortage of people in the U.S. labor 
market, which may raise the cost of doing business. On the other 
hand, it may also make us more efficient and work smarter than 
we've been working in the past because we will have an older, 
more experienced work force. 

Looking at some of these factors, do you feel bullish about the 
last decade of this century? 

Chairman Greenspan. I do. I think that I do largely because 
there is a very significant underlying trend that has emerged in 
the world in, I d say, the last decade. That is a growing rec<Knition 
that market economies are the way in which economic wealth caa 
be created. 

We've seen this not only in Europe, where there have been quite 
significant changes. We view it as sort of a political shift toward 
conservatism. But I think it's fundamentally more an issue not of 
conservatism, but of agreement of free market oriented type of 
economies. We're even seeing it, obviously, in the socialist bloc, not 
only with respect to the Soviet Union, but elsewhere, and most im- 
portantly, in the Third World. 

That's a deep-seated philosophical recognition of how societies 
and economies should be oi^anized. 

When one looks at long-term economic growth, I think it is a 
mistake to look at demographic factors and econometric projec- 
tions. I think you have to look at the philosophical culture which 
the system functions under. I think that the movement of Europe 
toward integration is a very significant, positive force for the world 
as a whole. 

The negative possibilities are exactly the anti-market issues. For 
example, would the Common Market become, in and of itself, a 
protectionist vehicle which would raise its barriers to the United 
States and the rest of the world? The answer is, if they are on their 
current trend, no. To the extent that that is no and to the extent 
that they develop, it clearly enhances us because we can trade with 
them. It s been very obvious in the post-World War II period that 
enhanced trade has been a major factor toward the growth of 
standards of living throughout the world. 

Mr. WoRTLEY. Expandai trade will determine how successful our 
own economy will be. 

Chairman Gr^nspan. Yes, most certainly. 

Mr. WmtTLEY. If the European Common Market is prospering, 
the U.S. economy should prosper, assuming they keep the trade 
barriers down and do not revert back to what you might have sug- 
gested a moment £igo. 

How do you look at the Pacific Rim jmd where we will stand? Do 
you think there will be more concentration of American efforts 
toward Western Europe when 1992 rolls around, to the neglect of 
the Pacific Rim market, or do you just see the whole thing explod- 
ing all around us? 

Chairman Greenspan. I think one of the extraordinary events of 
the last generation has been the major improvements in world tel^- 
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conununicatioDS and in travel. We have really, obviously, in a figo- 
rative sense, brought the world together. 

Thirty years ago, to make a telephone call to London was a Ing 
deal. Now you call London to get the weather. It's that easy ana 
it's that cheap. 

The costs of communication find transportation having, in rela- 
tive terms, fallen, has brought us all closer tt^ether, and I would 
think in those terms, we are going to see significant increases in 
international trade and a continued integration of the world econo- 
my, both on the Pacific Rim and in Europe, so far as the United 
SUttes is concerned. 

Mr. WoRTLEY. Well, the market place is certainly open 24 hours 
a day, whether you're talking about the stock markets or whatever 
else. 

Just one final question here. The FOMC forecfist implies a some- 
what slower growth of the economy during the second half of this 
year. What really accounts for that projected slowdown? Is it the 
fact that the committee itself is considering t^htening the money 
sumly or do they really see other elements there? 

Chairman Greenspan. People rarely ask that question and the 
answer actually is I don't really know. Let me tell you why. 

Mr. WoRTLEY. Are you a right-handed or a Irft-handed econo- 
mist? 

Chairman Greenspan. I'm a left-handed economist. I don't know 
what that mesms, but 

Mr. WoRTLEY. We're looking for the one-£irmed economist. 

Chairman Greenspan. Yes. What we do is we poll the voting 
members of the FOMC and the nonvoting members and we ask 
them for their projections. B^ch obviously has his own view as to 
what he thinks will happen and why it will happen, but that's not 
part of the survey. 

So all we can get in that context is basically the average judg- 
ment as each mf^es that judgment without knowing precisely why 
in each individual case. Now, obviously, we can make broad, gener- 
al judgments as to why those things occur. And we have, in effect. 
One obvious explanation of a slowing is we are approaching low 
unemployment rates and restraint on capacity. We assume that 
most of the members had that in mind. 

But that's an inference, and it's not something I ceui tell you I 
know for a fact. 

Mr. WoRTLEY. Well, that was a very clear and concise answer. 
Thank you, Mr. Chairman, very much. 

Chairman Neal. Your projections for real growth have been in 
the range of 2% to 3 percent for 1988. Based on statements you 
have made, it appears that you think that real growth near 2Vi 
percent, is about what we can count on without encountering infla- 
tionary pressures. 

One of the promises of the Reagan administration's economic 
policies, in particular its tax policies, has been that we will grow 
our way out of the deficit. Do you think that this is a realistic and 

erudent expectation, if, in fact, if we were to pump growth up 
eyond the range that the FOMC projects — over 3 percent. Won t 
that cause other problems for the economy. Is this a prudent vision 
of what it takes to solve our economic problems? 
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Oiairmui GssBifSPAif. Ur. Owinnan, I do think that there have 
bten members of the Reagan administratioa who have, in a sense, 
impUcitly or explicitly argued that. 

My recollection, however, is that that is not the official position 
of toe President or his key advisors at any point that I particularly 
imnember. 

My own impression is consistent with that. I don't think that one 
grows out of this particular deficit. If I believed that, I wouldn't be 
as forceful as I hope I have been on the need to take actions to 
bring it down. If we're going to grow out of it, no actions are re- 
quired. I don't believe tlutt that's a feasible policy goal at this par- 
ticular stage, nor has it been. 

Chairman Neal. I would agree with that. 

Mr. Leach? 

Mr. Leach. Well, thank you. First, just an aside on this particu- 
lar issue. 

I think that all of us should recognize that whether or not your 
policies are exactly right or wrong at this time, they reflect a great 
deal of integrity because they're designed to slow down economic 

Ch at the time of the election. That implies an independent 
al Reserve Board. 
Some of us on this side of the aisle, Mr. Chairman, think that 
this might ultimately lead to disaster, a Democratic administra- 
tuD. But that being said, I think we should honor the integrity 
with which the Federal Reserve Board is currently being manf^ed. 
But I would like to move away from t^e larger world view, and 
Tin sorry, return eigain to the sectorzd. 

We seem to have a problem with Federal insurance of depository 
institutions because it s rational for individuals to put their money 
in an institution with the highest rate of interest as long as it's fed- 
erally-backed or perceived to be secure. This implies that institu- 
tions which are poorly managed or are in extreme deficit positions 
can grow rather extraordinarily, unless there's regulation to curb 
this growth. 

It's my sense that there has not been enough attention placed on 
this issue. It may be that the onl^ wa^ we can protect the Federal 
insurance system without changing it dramatically is to reduce 
Federal insurance for those institutions leEist able to manage 
growth. 

You made a remarkable statement earlier, and I think it's some- 
what newsworthy, tjiat you think insolvent thrifts should not be al- 
lowed to grow. 

Last night, in considering the banking bill, I proposed an amend- 
ment that did not receive a great deal of support in this committee. 
I suggested a plan to retard the growth of the thrift industry. In 
this plan those institutions with a negative net worth should be re- 
quired to shrink on an annual basis of three times their percentage 
nc^tive net worth. 

So if an institution has a minus 3 percent negative net worth, it 
would shrink 9 percent a year. Those in the to 4 percent positive 
category would not be allowed to grow. Those with a 4 to 6 percent 
net worth could grow at 2 times their positive net worth. Those 
above 6 percent could grow without limit so long as they stayed 
above 6 percent. 
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I don't want you to comment preciselv on that plan. But one at j 
the aspects of putting forth that amendment was to suggest thiU | 
people think in terms of a plan. A plan that comes from a Republi- J 
can Member of Congress is not likely to carry much weight. But it C 
strikes me that if a Republican Member of Congress can devise a ?j 
plan in the shower, the Chairman of the Federal Reserve Board, ., 
with the enormous staif behind him, could derive a Greenspas ., 
plan, or a r^ulators plan, to deal with the macro-economics of Uie ^ 
thrift problem. Such a plan would stop a $50 billion headache from : 
becoming a $100 billion migraine. a 

There are tools that regulators can use. One of the most impin^ Z 
tant tools is the power to remove institutionztl executives and direc- j 
tors. , 

I would suggest to you that the r^ulators in concert, led by tlie ^ 
Chairman of the Federal Reserve Board, ought to establish an ap- j 
proach and announce that approach and announce that institutions , 
that violate this approach will have their management, directon 
and executives removed. 

It's the only way to curb growth that is excessive. It's the only 
way to avoid far harsher kinds of approaches that will be very dis- 
ruptive to world commerce, such as changing the deposit insurance 
system. It's the only way to avoid a much greater taxpayer liability 
as time goes on. 

In effect Congress has developed a scheme by which high fliers 
only incentives are to take risky steps. Congress can only tJien pro- 
tect itself if regulators rein in these unwarranted risk takers. 

Does the idea of coming up with such an approach strike you as 
reeisonable? You have acknowledged earlier that zero growth, at a 
minimum, for insolvent thrifts makes sense. 

Can you follow it with the idea that for those that violate that 
prescription, there ought to be steps taken? For example, the re- 
moval of officers. 

Chairman Greenspan. Well, Mr. Leach, let me just ^ back and 
take a look at what the nature of the extreme problem ts in certain 
instances. 

The extreme of this issue occurs when an institution, a deposito- 
ry institution, finds that, for example, not only does it have inad- 
equate interest earnings to pay interest on its deposits, but the am- 
ortization of its asset beise, in combination with interest earnings, 
is inadequate to pay that interest. 

What we find under those conditions is that institutions went out 
and expanded merely to get deposits to pay interest. It became a 
cumulative process which at the root of this issue. 

The problem we have is a much broader issue, however, which I 
think is going to inevitably require considerable focus by this com- 
mittee and others within the Congress and the next administration 
on the issue of deposit insurance. We have not really reviewed the 
system since its initiation. We've all conceptually understood that 
the so-called moral heizard question was inevitably a threat to the 
system and created many perverse incentives. 

I don't, frankly, know what the actual issue is, but the underly- 
ing thrust is going to have to be to review the whole s^item to bfisi- 
catly try to find what our alternatives are and restore the system 
to the type of balance which we clearly need. 
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Without commentit^ on your specific proposal, I think that my 
concern is that the issue has to be broadened out. But, clearly, spe- 
cific Issues of the type you raise, and without commenting, I m not 
sure whether It's a good or a bad Idea. I'd have to really think it 
through. 

But let me just say that we will have to spend a good deal of 
time rethinking the system to make certain that we can restore it 
to what it is supposed to be. In that regard, obviously, we at the 
Fed have been thinking about this question, will be thinking about 
it, and we will be prepared at the appropriate time to be of what 
assistance we can be to the Congress when it revisits this issue in 
more detail later. 

Mr. Leach. I appreciate that. But let me come back to Federal 
Reserve Board responsibility. I don't want to play ping-pong with 
who's at fault. On the deposit issue, there are a lot of alternatives 
that one can visualize. One is to take away insuring interest and 
just insure the deposit itself. 

Another is to have differing levels of deposit insurcmce for insti- 
tutions, depending on the institutions capitel-to-asset ratios. 

I'm a Uttle alarmed at your statement that you will make recom- 
mendations to the next Congress. First, there is a regulatory re- 
sponsibility to act. Second, there is a timeframe that cannot be de- 
layed any longer. Sometimes, timing is with us, sometimes it isn't. 
But timing-wise, it strikes me 

Chairman Greenspan. I agree with that. 

Mr. Leach. That the r^ulators are going to have to come togeth- 
er and address the problem, that the Fed ought to exercise leader- 
ship. You, yourself, have an appropriate background in this area. 
You have a particularly appropriate staff. You have the capacity to 
look at this issue in a macro way, unrelated to my approach. 

Approaches can generate other approaches. But any approach 
should lay down principles that everybody in the industry under- 
stands. And if these principles are violated, there should be puni- 
tive action, such as the removal of the violators. 

Chairman Greenspan. Yes. But we have the legal authority to 
do that. 

Mr. Leach. You surely do. Now let me come back emd note what 
has happened in the last 6 months, without the Federal Reserve 
Board in opposition. 

At the Federal Home Loan Bank Board, one institution got into 
some difficulty because regulators tried to be too tough, and so the 
FHLBB changed regulators. Unprecedented in the history of regu- 
lating E^encies. I have not heard a peep from the Federsd Reserve 
Board about this case. 

We have instance after instance where eigreements have been 
made to allow insolvent institutions not only to continue, but to 
grow. Again, let me talk about the Ben Franklin Savings and Ixmn 
in Sim Antonio, TX, a totally insolvent thrift. Its rescue plan is to 
let it grow from $2Vi billion in size to $5 billion in size over the 
next 5 to 6 years. 

Incredible thought! You rescue it by impeUing growth. 

The net worth certilicate issue is not only one that puts the tax- 
payer on the line; it impels growth in the industry. 



Digitized byGOOgIC 



80 

All I'm raring is that somewhere, people have got to come for- 
ward. This Con g r ean is institutionally incMebW of getting too 
tough on an industry this much in trouble, "nierefore, I think we 
have to look to you to do •omething within your realm of jurisdic- 
tion. 

Just as one Member of Congress looking at an institution that is 
semi-independent, semi-public, and part creature of this body, all I 
would ask is for you to put your best minds to work, come up with 
a plan, and take responsibility. 

I think you're going to have to do it soon. 

Mr. Chairman, 1 have no further comments. 

Chairman Neal. On the question of FSLIC, not long ago, we had 
Chairman Wall of the Federtil Home Loan Bank Board before the 
committee and we discussed for some time the current situation. 
Different opinions were expressed about the magnitude of the prob- 
lem and our ability to deal with it. I asked Chairman Wall if, based 
on the best information he had, did he think that the roughly $42 
billion that the FSLIC will have for deeding with the thrift problem 
over the next several years, would be adequate for the task at 
lumd? His answer to me in that public forum was that, to the best 
of his knowledge — I'm paraphrasing — it was an adequate amount 
of money and they thought they could deal with the problem. 

I raise this point because there have been a number of press re- 
ports which followed that meeting, which did not reflect that at all. 
Indeed a number indicated that the resources have been inad- 
equate and 80 on. Do you have a view on this? 

Chairman Greenspan. There is an underlying problem with the 
issue which really relates to how one makes that estimate. The 
major problem is that we have to have a judgment as to what is 
the market value of the properties which underlie the mortgages 
because when you're getting toward a very difficult situation, the 
morteages essentially become nonrecourse loans on properties 
which then essentially become the asset of the depository institu- 
tion. 

The one thing that is very difficult to make a judgment on is to 
what extent that market value is adequate or inadequate, or to 
what extent one has to discount it to meet the requirements of the 
institution. 

Since the amount of property that underhes these mortgages is 
so huge, small chfmges can generate very large dollar amounte rel- 
ative to what the whole is. 

So when somebody tells me that the whole is some particular 
number, my assumption is he either has extraordinary ins^ht or 
access to information that we don't have. 

Nonetheless, you do have to make judgments and you are 
making them and we are — I mean, we obviously follow this issue 
very closely and are very much acutely aware of the issues which 
both you, Mr. Chairman, and Mr. Leeich have been raisii^. But we 
know of no way, at least I know of no way, to get that fine-tuned to 
a number which everyone says: "This is the accurate number." 

I think what we do know is that we have a large problem, and I 
think that that is in the process of beii^ addressed, hopefully, and 
it will be something which Is going to grab our attention, I think, 
for the next period of time. 
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Chairman Neal. Mr. Willi pointed out that he wzks not estimat- 
ii^ the size of the problem. He was saying that what we do know is 
that that system will have roughly $42 Dillion to work with over 
the next several years. The queBtion is, based on his best informa- 
tion today, is that going to be adequate to the task? I would not be 
critical of him if his judgment changed. Judgments change fuid cir- 
cumstances change. 

But he seemed to feel confident that that would be enough. Is 
there any reason, at this point, based on what information you 
have, to doubt that? That is to say, is there something that we need 
to do that we are not doing at this point to deal with this problem? 

Chairman Greenspan. I don't think so. I've talked to Chairman 
Wall on numerous occasions emd I think he's quite realistic about 
what the nature of the problem is, as best I can judge. He has actu- 
ally got the best data base of anybody I know. 

My view would basically be that his data sources have got to be 
as good as anybody's £uid his ju(%ment in this respect has got to be 
as good as anybody's. I would see no reason to try to second-guess 
him in this respect. 

Mr. Leach. Mr. Chairman? 

Chairman Neal. Yes, sir. 

Mr. Leach. Could I raise something in this regard? 

Chairman Neal. Certainly. 

Mr. Leach. Your point about how real estate goes up and down 
in value, the staggering number of properties involved, and there- 
fore, the difficulty to predict a bailout cost, also highlights certain 
issues of judgment. 

One issue concerns an amendment that I offered last night to the 
banking bill which the committee didn't find very worthwhile. Fed- 
eral banking regulators, in their long history, have had doubts 
about using Federal insurance to leverage other people's money in 
direct investments. 

In the savings and loan industry, some institutions of a given 
type are allowed to leverage 300 percent of capital for direct invest- 
ments, such as buying a piece of real estate, buying a stock market 
investment, buying a Wendy's, whatever it may be. This is a rule 
and r^ulation of the Federal Home Loan Bank Board and it's 
somethmg that distinguishes the thrift industry from the banking 
industry in terms of powers. The weakest of America's two princi- 
pal finEuicial banking industries has substantially greater powers 
to leverage. 

Now, as Chairman of the Federal Reserve Board, which has some 
accountability to the banking industry, do you think this is reason- 
able, that thrifts should have this extra power to make direct in- 
vestments? 

Chairman Greenspan. Actually, I think there's another issue in- 
volved in this question. My major problem with savings and loan 
institutions and the nature of the difficulties they have been in 
really rests to a large extent on the mismatch between the maturi- 
ties — — 

Mr. Leach. Short smd long term. 

Chairman GaEENSPAN.Of the assets and the liabilities. 

While one may raise the question you raised, Mr. Leach, de novo, 
right from the beginning, nonetheless, there is an aspect of direct 
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investment which is beneficial in this context in the sense that it 
tends to be a vehicle which offsets in part the asset liability matu- 
rity mismatch. My view of the ultimate resolution of the savings 
and loan problem is to make certain that we try to bring that issue 
into p\ace. 

Mr. Leach. Let me just say, of all the economic jut^ments I've 
heard you express, that is one that I find the least credible because 
in most instances, it's using short-term money for long-term invest- 
ments—the purchase of a piece of real estate to be owned by the 
institution. 

That accentuates the mismatch; it doesn't bring it in line. 

Chairman Greenspan. To the extent that it does, it can, but it 
doesn't have to. 

Mr. Leach. It doesn't have to. But, generally, most of this has 
been used to buy real estate. 

Chairman Greenspan. I would just say to the extent that it does 
increase the mismatch, it is wrong. To the extent, however, that it 
doesn't, it could be beneficial. 

Chairman Neal. Last night, I ar^ed eigainst the gentleman's 
amendment because 1 felt that we simply do not know. As I lool 
out there, there are some very unhealthy savings and loans wh< 
have engaged in a lot of direct investment. Some of the very be» 
managed savings and loans, most profitable thrift institutions il 
the country, are ones that engage in a lot of direct investment. Ii 
fact, in understanding their philosophy, they are doing precisel; 
what Chairman Greenspan would recommend. That is to say, the; 
are matching maturities. If they can take a deposit in for 20 yeeui 
at a fixed rate, then they're willing to lend that amount of monej 
for the same 20 years at a higher rate. If they take it in for 3( 
days, they put it into something that matures in 30 days. That kint 
of management, whether it h£is been in direct investment or home 
mortgages, or whatever, has seemed to me to be what sets apar 
the successful institutions from the unsuccessful ones. I have no 
been able to see the evidence, although if I saw it, I have no lovi 
for direct investment. That's not the question, it seems to me. I jus 
don't see any evidence 

Mr. Leach. Well, if the gentleman will yield to me? 

Chairman Neal. Yes, I'll be happy to yield. 

Mr. Leach. Basically, the problem of direct investments is that i 
the institution guesses right or has good judgment, it works to th( 
advantage of the institution. It's heads, the institution wins. But i 
it's the reverse, it's tails, FSLIC loses. 

So whet we're really doing is honoring a speculative kind of in 
vestment with Federal insurance. There are good investments ii 
America. E^ch of us as individuals can make them. But tha 
doesn't mean that we ought to be federally insured when we at 
tempt to do this. 

Now Eis far as the evidence is concerned, 2 years ago there weis i 
Federal Home Loan Bank Board study. "This study found that ii 
closed institutions, enormous problems developed with direct in 
vestments which caused enormous losses disproportionate to al 
others. 

Now, my own guess is that the really smart investor todav mi^h 
do well, 'me real high flier might guess wrong, but with the hi^ 
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flier the taxpayer is on the line. If it's such a good idea to have 
direct investments, it's interesting that the Federal banking regula- 
tors have never authorized it to this degree, and they have good 
reason not to have authorized it, in my judgment. 

But if I could just return to one other issue, and that's the net 
worth certificate issue. 

It strikes me that this not only impels growth in the industry; it 

- becomes a Government-induced Ponzy scheme. All I want to tlu"ow 
[ out to you, sir, is that these issues ought to be looked at. As the 

- Federsu banking regulator, first you may be called upon for emer- 
gency funding, if Chairman Wall is wrong. Some of us think the 
amount of funding will be large and some of us think it will be 

; needed sooner rather than later. Second, you're responsible for an 
industry, the banking industry, that is competing on a surprisingly 
' unequal playing field. 

j Now, we all hear many, many times about a level playing field. 
, But the fact of the matter is that Federed deposit insurance gives 
j an advantage to anyone that can get a charter, no matter how 

ffeak they are, unless the regulators constrain them. 
' Chairman Greenspan. I agree with that. 

Mr. Leach. So the institutions that you have first and primary 
responsibility in regulating are being disadvantaged because an- 
other regulator is weaker than you. If I were in your position, I 
would be standing on the table doing backflips because you're 
going to have growth in the deposit base in those institutions with 
the weeiker regulators. It's that simple. 

Therefore, Eis one regulator responsible for one industry, you 
should say to the other regulator — 'You've got to match my stand- 
ards or you're messing around with my institutions and their abili- 
ty to make money." 

It's a matter of a level playing field, of fairness, as well as, very 
interestingly, of taxpayer liability. TTie taxpayer is concerned with 
limiting the liabilities to him or her. 

All I m saying is that somehow, somewhere, the Feder^ll bankii^ 
regulators, out of deference to another industry, have been very 
light-handed. I think it's time for the deferential approach to cease. 
Somehow, there's got to be a joint merging tt^ether of talent Euid 
judgment within Government to bring some sort of sanity to this 
game. 

I just wish Congress were willing to act in a more forthright way, 
but there are lots of honest differences of opinion. The Chziirman 
and I differ on this one issue for very reasonable reeisons. 

On the other hand, I can believe a regulator might share a difier- 
ent perspective from either of us. But my only argument is to de- 
velop a perspective and once a perspective is developed, to do ev- 
erything in your power to ensure that it's followed. 

I think, frankly, that means telling the industry that you're 
Soing to replace management. When there are no incentives to 
>kiake money, as with hopelessly insolvent thrifts, there become 
Enormous incentives to pay oneself well, to develop perks, to grow. 
If that's the worse thing for the economy, then the only way to rein 
It in is to put constraints on growth and to remove people from 
office without receiving any rkfi if they don't follow prudential 
t-^ulatory guidelines. 
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Well, I don't mean to be presumptuous in my judgment, but I do 
think that these isBues have to be looked at in a really comprehen- 
sive way. I would like a response from the Chairman the next time 
he comes before this committee or another committee of Congress, 
on whether he supports a timetable or will agree to come up with a 
plan. 

Is there any way 1 can elicit that kind of conmutment? 

Chairman Gbeenspan. Well, I don't know that I can give you a 
commitment, Mr. Leach, but I've been listening to you very closely. 

Mr. Leach. OK. Thank you, sir. 

Chairman Neal. Mr. Chairman, I believe 1 would state your 
opinion accurately to say that once GNP starts growing at much 
above 3 percent real growth, we run into some serious inflationary 
and capacity problems. Japan seems to be able to grow at over 4 
percent without running into those same kinds of problems. The 
reason appears to be that they are able to save more. 

Do you agree with that analysis? If so, what would you think 
that we could do, what would be the most powerful thing that we 
could do to increase savings here domestically? 

ChairmEin Geeensfan. Well, Mr. Chairman, I certainly agree 
with you that the fundamental reason for the differential growtti ia 
the domestic savings rate. 

We have over the years tried innumerable initiatives through 
tax incentives, through varieties of other actions, to increase the 
domestic savings rate in this country. The evidence suggests we've 
not been wholly successful. 

One of the reasons why I have argued for moving not to a Feder- 
al budget balance, but toward a surplus, is that it strikes me as the 
only effective, short-term way — intermediate short term — that we 
can sufficiently increase the domestic savings rate in this country; 
such that we can increase capital investment and, accordingly, im- 
prove the growth in the standard of living of the Ameri«m people. 

I wish there were another way of doing it. I wish there were sim- 
pler ways of doing it. But I must admit to you that, having been 
through long series of alternate procedures, I'm pretty much con- 
vinced that while we might find other ways, that surplus is going 
to become crucial to us in the 1990's. 

Chairman Neal. Well, I do not see it, either. Historically, we 
have saved at a very low rate and in recent years. Through the eco- 
nomic policy we have been following in the last 8 years has prom' 
ised to increase savings, clearly, it has not. The savings rate hat 
gone down to historic lows. 

I am not saying that in a political sense. I am saying that is jusi 
the fact. So t^ cuts do not do it. We have built into the tax code ir 
some of our other policies incentives to spend and not to save— 
they are disincentives for saving. We ought to be able to reverse 
that at some point. 

How would running Federal budget surpluses help us in puttini 
those savings to productive use? 

Chairman Greenspan. When one looks at the balance of saving! 
and investment in an economy, especially such as ours, what ii 
very clear is that since our gross private savings generation if 
modest, and since the Federal Government deficit is a use of those 
savings, an absorption of those savings, what is available for pri 
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vate investment is gross domestic savings minus the Federal deficit 
adjusted for the net foreign savings that comes in, or the net Amer- 
ican savings that goes out. 

Since the Federal Government, by its nature, can finance what- 
ever is required to meet the difference between expenditures and 
receipts, it will pay whatever interest rate is required. It, essential- 
ly, by that fact, has the first call on domestic savings. It will outbid 
anybody else. 

Chairman Neal. Right. 

Chairman Greenspan. Therefore, while we may not be able to 
increase the gross private savings, if we reduce the Federal budget 
deficit to zero and then to a surplus, what we £u-e in effect doing is 
adding to the domestic savings so that we can finance much higher 
levels of investment in this country. 

Chairman Neal. Yes, at lower rates of interest, it would appear, 
also. 

Chairman Greenspan. Yes. 

Chairman Neal. All right. Mr. Chairman, thank you very much 
for being with us today. 

Tbe committee stands adjourned, subject to the call of the Chair. 

[Whereupon, at 12:50 p.m., the hearing waa adjourned.] 
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THE CURRENT STATE OF THE ECONOMY 



Thursday, September 8, 1988 

House of Representatives, 
subcombcitteb on domestic monetary policy, 
COMMriTEE ON BANKING, FiNANCB AND UrBAN AfFAIRS, 

Washington, DC. 
The subcommittee met pursuant to call at 2 p.m. in room 2222, 
Raybum House Office Building, Hon. Stephen L. Neal, [chairman 
of the subcommittee] presiding. 

Present: Chairmjin Neal, Representatives Barnard, Hubbard, and 
Leach. 

Chairman Neal. I would like to call the subcommittee to order. 
Today we are delighted to welcome a distinguished panel of busi- 
ness economists i^o have been invited to offer their analyses of 
the current state of the economy, with particular attention to po- 
tential threat of inflation and the proper response of voluntary 
policy. 

This hearing is designed to help the subcommittee assess the 
most recent Federal Reserve reprat to the Congress on monetary 
policy. In the 1980's the monetary aggregates have lost much of 
their previous usefullness as reliable indicators of the future 
impact of monetary policy on our economy. No other kind of indi- 
cator has as yet been able to fill the void. Assessments of monetary 
policy must therefore be based on a reading of the overall perform- 
ance of the economy, obviously a more complex and demanding 
task than the analysis of a single indicator or several indicatOfH. 
Potential for error is large since many forces other than mone- 
tary policy affect the economy. Moreover, monetary policy is a pow- 
erful but blunt industry. It tends to affect economic activity and in- 
flation with different, changing, and uncertain lags. The potential 
is thus very real that we will be tempted to cure problemtt in the 
overall economy through changes in monetary policy, even though 
monetary policy is not the real cause of the problem, and can not 
offer an effective solution. And, given the lag sense impact, we alio 
face the danger of misusing monetary policy and trying to steer the 
current economy since the force of m^or policy changes will fall on 
the economy several months and often several years from the time 
of the action. We have asked our witnesses to draw for ui the 
shape of the economy as they see it today, its meyor ftrangth* and 
Weaknesses and thus the nuyor dangers and risks that we will face 
in the future. 

From this picture, adjustment on the proper course of monetery 

policy should emerge. The picture gained meet attention ot laiti w 

that of an overheating economy, one about to bunt Its capacity, 

(37) 
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constraints and ignite a fl«ious acceleration of inflation. Thai it 
the picture the Federal Reserve has implicitly drawn by action 

and statements over the last few months. 

Is it accurate? Has the Fed overacted or is the Fed still too cau- 
tious trying to dampen inflationary expectations with tough tali 
but small steps? TocUiy's witnesses from whom we can expect defin- 
itive and unambiguouB answers are Mr. Donald Paris, manager of 
the Economic departments for the Caterpillar Company; Jerry Ja- 
sinowski, chief economist, Nationzd Association of Manufacturer^ 
James Pate, senior vice president, Pennzoil Company, and Richard 
Rahn, chief economist, U.S. Chamber of Commerce. 

I would like to welcome all of our witnesses today. Thank you for 
being with us. We will proceed in the order in which I menti<H)ed 
your nfunes. We will put your entire statements in the record. We 
would like to urge you to summarize, if you can, so we can have 
more time for question and answer. Mr. Paris, please proceed. 

STATEMENT OF DONALD G. PARIS, MANAGER, ECONOMICS 
DEPARTMENT, CATERPILLAR CO. 

Mr. Paris. Mr. Chairman and Members of the committee, it is a 
plefisure to be here today and to try to help resolve a very difficult 
question I know you all wrestle with. I am Don Paris. I am Qte 
chief economist at Caterpillar. I have been with the compemy 26 
ye£ffs and I was educated at the University of Kentucky. 

I have three degrees from there and I feel a certain affinity for 
this committee in that Representative Carl Hubbard is in my home 
district. As you know. Caterpillar is a major multinational compa- 
ny. We engage in the manufacture and sale of construction equip 
ment throughout the world. And last yefu* we had sales of f^MU' 
$8.2 bilUon, half of that outside of the United States. 

We were the tenth largest exporter. So whenever questions abou 
monetary policy jmd exchange rates come up, we naturally becom 
very interested. The questions posed by your committee are * 
great interest. 

Interest rates and exchange rates have been a m^jor factor i 
the recovery of the U.S. manufacturing sector and I was particula 
ly struck by Chairman Greenspan's recent comments before tt 
Senate when he indicated that he would rather risk a recessio 
than to be overly stimulative and have a runaway inflation. 

In my view, as you had indicated in your opening remarks, tht 
is skating a little bit close to the edge. There has been no Feden 
chairman to my knowledge who ever deliberately created a rece 
sion. They have alwa^ been trying to knock inflation down, an 
calm down an inflationary boom. 

We don't have a boom to cfdm down as yet. I certainly don 
quarrel with the Fed's desire to get the inflation rate down becaut 
we paid a terrible price when we got it in the seventies, and « 
also paid a terrible price for it in the eighties when we had to gi 
rid of it. But I guess, as you indicated, the relevant question 
whether or not we have the right tools to deal with and to fiiK 
tune the economy. It is unfortunate that we have to deal wit 
either forecasts or past history. 
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Now, forecasters haven't been particularly accurate in the last 
several years. As a matter of fact, they have called recessions in 3 
out of the l£ist 4 years and they have said that inflation was just 
around the comer at any moment. And our headlines today seem 
to reflect that same kind of feeling. I guess I would have to say we 
have got to be a little closer than we were because of time. 

Aside from a forecast, we have to rely somewhat on history. I 
think an argument can be made that maybe we ought to give a 
little extra weight to history. In many analysts' opinion, the tight- 
ening of policy through the course of 1987, in order to protect our- 
selves from perceived inflationary pressures and also to maintain 
the dollar within some confines of the Louvre Accord, helped pre- 
cipitate the October 19 crash. 

It is important for you to understand that I am not being critical 
of the Fed's performance after tiie October 19 crash. They injected 
liquidity and did what needed to be done eis did central bankers of 
the world. We had the strongest first half economic growth world- 
wide we have seen in many years and the inflationary pressures 
weren't all that bad either. 

That episode should have teught us there is risk of deflation out 
there in the world economy. It seems to me that if we run that risk 
and do incur a recession, the consequences are much more dire 
than a little extra inflation. I think we ought to be very careful 
about that. There is no question that the economy is stronger today 
than it was in 1987. But what I am questioning is the relative risk 
of creating a recession or heziding off inflation that may not be just 
around the corner. 

Now, of course, there are all kinds of anecdote] evidences about 
shortages throughout the economy. Some give great validity to 
those capacity utilization figures which I don t think are very accu- 
rate. What really isn't appreciated is the impact of the globaliza- 
tion of markets on price behavior. There is still a lot of excess ca- 
pacity outside of the United States. 

Foreign meinufacturers are willing to utilize their capacity to 
retain their employees to retain their customers or their share of 
market and to keep their distribution outlets alive. They are not 
going to lose market share by indiscriminately reusing prices to 
jeopardize those gains. 

Some are even investing in the United States to build their base 
for the long haul, and I ask you to think back on how long it hfis 
been since we have had eight auto manufacturers domiciled in the 
United States? That is a tremendous amount of competition. 

I think the declining dollar has been a major catalyst in reviving 
the U.S. m£inufacturing sector. After 5 years of expansion it is easy 
for us to forget that we came very close to losing our industrial 
base during that strong dollar period of the early eighties. There 
are those who say that, well, manufacturing reedly wasn't hurt 
that bad. We have become a service oriented economy and main- 
tained a 20 percent share of the total output throughout that 
period. So what are you worried about? 

I would say to you that I would worry about that because who is 
to say that shouldn't have gone to 25 percent? If metnufacturing 
had been allowed to grow during that period, we could very well 
not be facing some of presumed capacity shortages we are today. 
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CaterpUleir closed five plants during that period and we changed 
our strategy and started shopping the world for the lowest priced 
parts and components. 

Many of our suppliers had to make Bimilar adjustments, and 
those who didn't in time, didn't survive. But there was a lot of re- 
structuring going on. Until recently, the dollars decline had helped 
level the playing field for them and provided better export profite 
to pay for the capital expansion we have got underway. Our compa- 
ny rEiised its production schedules 27 percent this liust year and our 
employment hsis increased around 4,500 people. 

'The weaker dollar and stronger domestic economy were major 
factors in this recovery. I guess the thing that is frightening to me 
is seeing the dollar strengthening again, which could wipe out 
some of those gains from hard work that we put in to level that 
playing field. Ilie improvement in our trade deficit and growth in 
capital investments have depended upon restoring U.S. manufac- 
turers' international competitive position. 

I am amazed at how people worry about the well-being of the fi- 
nancial markets. These Wall Street Portfolio managers move in 
and out of stocks and bonds in a matter of minutes, but we in man- 
ufacturing can't do that. Once we put somebody on the payroll, it is 
a great economic cost and hardship to let them go once you find 
out you can't afford them. 

If you get a factory started and get halfway finished and we have 
a few of those, it is a great economic loss when you have to switch 
course in mid stream and leave that. This kind of tightening up 
and stop and go is difficult for the manufacturing sector. 

To make one other point about small manufacturers. Many are 
in the South and in the Midwest. They are more vulnerable than 
larger companies that have access to the money center banks aD< 
80 forth some of these smaller companies have higher borrowiD 
costs and maybe can't easily handle those currency hedges, for &' 
ample. 

liiese small manufacturers are providing about two-thirds of tJ 
growth and manufacturing jobs and they have been one of the p 
mary sources of job creation. I think we have to worry about tha.' 

We intend to use millions of extra profit dollars from the wealc 
dollar to pay for our modernization program as we strive to nuu 
our factories more competitive. If we lose that, we will be p 
behind in our schedule. It will hurt our ability to compete intern 
tionally. 

Whenever we think back, and your opening remarks addresse 
that, really the world economy is in pretty good shape right now. 
lot of the things that the experts said had to occur are real 
taking place. First, the budget deficit had to come down and it ha 
Obviously we would like to see it a little smaller, but getting a r 
cession is not any way going to bring the budget deficit down. 1 
the contrary, worse things always happen than that. 

Second, we asked overseas economies to expand, and they ai 
doing that with a vengeance. Most overseas manufacturers are sti 
growing and their economies are growing. Japem has been growii 
much more rapidly than anybody anticipated tuid they were one < 
the principal targets for that. 
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The third thii^ is we needed higher capital investment so we can 
be a producing nation as opposed to consuming nation. We have 
got a capital spending boom going on now and a large part of that 
is due to increased exports and the increased cash flow that result- 
ed from a more realistic dollar. That, of course, is necessary to fund 
a more modem plant and the new capacity that we need so much. 

The fourth thing is that the U.S. economy had to slow down con- 
sumer spending, we were too much of a consumer Nation. We 
slowed it down to about 2% percent real growth rate, which com- 
pares to around 4 or 5 several years ago. TTie inflation resistance in 
this kind of background is strong; the competition in the finished 
goods market is extremely intense. 

We have had consumers who have shown an amazing resistance 
to price increases. Most mtgor manufacturers were offering rebates, 
and if your wife goes to the store, you clip a few coupons for price 
cuts. They have whole lines for coupons. That all indicates that 
people are not willing to spend willy nilly on any price thrown out 
to the consumer. 

Wages and manufacturing have been in the 3 percent range and 
tiiey make up about 70 percent of the cost of gooc^. 

So I CEin't Bee that there is anything to explode either the con- 
sumer spending, or to push through higher prices. Productivity is 
also improving. The concern about the drought is really a structur- 
al phenomenon, not one that should be considered in the monetary 
sense. 

A lot of people take «>mmodity prices as an indicator of infla- 
tion. I think that is the wrong tlui^ to do. Intermediate goods 
prices always fluctuate more than the price of finished goods and 
whenever the economy is slowing down or going into recession, 
those intermediate prices have dropped dramatically. Those people 
lost profits and stopped investing and the manufacturers were able 
to keep the profits. 

When prices go up, manufacturers have to give them back, be- 
cause you still have a great deal of resistance to price increases by 
consumers. 

[The information below was subsequently received for the record] 

One commodity price that is rising is steel. Those price increases 
are not due to meirket-determined factors but rather to Govern- 
ment-imposed quotas. At Caterpillar, steel plate prices are up 17 
percent for example. Monetary policy is not the correct instrument 
to control these price increases. Instead, I suggest steel quotas be 
terminated. 

I would like to start summarizing that I am concerned that we 
are risking a recession here with very tight monetary policy. We 
have two-thirds of the economy slowing down already. 

Twenty-five percent of the economy is made up of capital spend- 
ing and exports, the sectors that are providing the growth. This 
'vaa needed to redress our ravaged manufacturing sector and to im- 
prove our trade balemce. This will be dramatically affected by 
oigher interest rates and a run-up in the dollar. 

I would urge the Fed to be aware of the risk of precipitating an 
unwanted recession by clinging to current policy too long. I luiow 
how forecasters like to wait for one more of data before they 
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make up their minds. I am sure that is what the Fed Chairman did 
in the past whenever we got into recessions. 

I have been in the forecasting game a long time. One of the 
worse things you can do is deed in conventional wisdom. I hope the 
Fed advisors and the Fed will be cc^nizant of the need to reverse 
policy quickly. There may be a need to do that much quicker than 
the evidence and foreciists suggest. 

I hope we won't develop a notion that a weaker dollar, more real- 
istically competitive dollar, is bad news. I thank you. 

[The prepared statement of Donald Paris can be found in the ap- 
pendix.] 

Chfurman Neal. Thank you, sir. Mr. Jfisinowski? 

STATEMENT OF JERRY JASINOWSKI, CHIEF ECONOMIST, 
NATIONAL ASSOCIATION OF MANUFACTURERS 

Mr. Jasinowski. Thanh you, Mr. Chairman. I would like to make 
six points in summitry and to introduce the theme of those six 
points. My theme is that we are really extremely fortunate to be iix 
as good an economic situation as we are at this stage of the eco- 
nomic cycle. There lu^ not many m^'or problems around, despite 
some long-term problems and imbalances; that the Fed has done B 
pretty good job; that we who are outside of the Fed always can find 
ways in which we think it could be improved. The National Asso- 
ciation of Manufacturers wrote to the Open Market Committee anc 
the cheiirman in the early part of this year and expressed our con- 
cerns about being too tight following the stock meirket crash, but ir 
retrospect it seems to me that the Fed has done a pretty good job 
in the period following the crash. 

Having said that, I would urge them to retire their efforts tc 
fight inflation at this point and recognize that the economy is be- 
ginning to slow a bit, and that there should be no further moves or 
the part of the Federal Reserve at this time to tighten monetarji 
policy. Now, they ought to take the time to releix. Let's see where 
the economy is going from here. 

Having made that summary, Mr. Chairman, let me elaborate 
with six brief points which are outlined in the testimony and in the 
executive summary that you have before you. I will do it in the 
context of the letter that you have written to me asking six m^oi 
questions because I think that that is a useful focus for my summa- 
ry. 

First, point Number 1, why has the economic expansion contin- 
ued in as healthy a fashion as it has? First of all, it heis changed ite 
character entirely, going from a consumption driven economy in 
the early part of expansion to one driven by trade and capital in- 
vestment emd the come back in manufacturing. 

In 1988, 50 percent of the growth in real GNP will be from trade 
improvements, and 25 percent will come from capital spending, and 
that is a complete reversal of what we had at the early stage. We 
have had two economic expansions that followed together very 
nicely. It has been very good luck, to some extent, but it has also 
been a result of, 1 think, stimulative tax policy in the early stages 
and the Eidministrations good sense to change their exchange rate 
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policy in 1985, for which Secretary Baker deserves substantial 
credit. 

I see this as continuii^ over the next 12 months euid no s^na of 
a recession on the horizon right now. The only other thing I would 
say here is we are beginning to see a few signs that the economy is 
modestly settling down and 1 would expect trade to slow as you 
move into 1989, and capital spending is not going to go on raising 
long at the rate it is, but the picture looks remarkably healthy. 

Second, do we have a stable inflationary picture? I don't think 
we do. Even though I have been reluctant to come to the view that 
inflation is picking up modestly, and 1 still hold the view that the 
long-term outlook for inflation is one in which prices will be stable, 
or declining in 1989 and thereafter. A lot of this has to do with 
longer term structural conditions, having to do with the world 
economy, excess supplies, whether it be agriculture or energy or 
others. 

While there are structural changes that are working Eigainst 

Krice increases, I think the evidence clearly indicates that there 
as been some modest pick-up in inflation in the last several 
months, and that has been due to some underlying wage cost in- 
creases that by some measures are up over 4 percent, and a sub- 
stantial increase in nonwage costs. Most people seem to think that 
labor costs are all wages. About 40 percent is tied up with all these 
health care cost increases and social security increases and other 
increases which are really substantietl and have been accelerating. 

There are also capacity constraints and there is more than an 
Emecdotal evidence that steel, plastics, paper, and other commodity 
prices are increasing at this point, and are significant. 

Finally, although I agree that the food price increase is a tempo- 
rary phenomenon, it will nevertheless cause prices to increase in 
the short run. That is to say, the fourth quarter, and as a result of 
all these factors, I see the consumer price index accelerating to 
about 6 percent by the end of the year. I think that one can't deny 
some innationary pressures. 

Having said that, I would underline that I think these are 
recent. They are modest. They are signs that the economy is slow- 
ing down and the long-term outlook for inflation is one which 
should not cause people to push the panic button. 

Item Number three, how do we evaluate the current state of 
monetary policy? We have been concerned about the Fed being too 
tight, both in and around the stock market crash and then follow- 
ing it. I think the Fed has erred from time to time, as you look 
over Federal Reserve policy from 1980 to 1982, but in general its 
been pretty good. 

People complained about the Fed through most of that time that 
they were not expansionary enough. Our analysis leads to the con- 
clusion that had they been far more expansionary, we would have 
had a less durable recovery. We could have had more inflation, so 
it would have been good in the short term and not necessarily good 
in the long term. Those of us who looked at the whole period recog- 
nize that the large budget deficit has played an important role in 
rising interest rates and other factors. 

Having said all that, and not objecting to the recent Federal Re- 
serve actions to raise the discount rate, and frankly, thinking that 
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the Fed didn't leave itself with glory in and around the time of the I 
stock market crash, until after the crash, when I did think it acted i 
promptly, smd it made a serious mistake by trying to peg the dollar ' 
m 1987, which m^es no sense from a trade point of view, and from 
a monetary policy view. 

Nevertheless, the current stance is about what you could hope 
for, given all the factors involved and now I would, as I said, sug- 
gested before, urge the Federal Reserve to retire in glory and not 
take any further actions at this time to tighten monetary policy be- 
cause of the risks that are involved and the fact that the economy 
seems to be slowing. 

My fourth point, which has to do with your question about are 
there particular economic developments that we should particula^ 
ly look at relative to monetary policy, I would say that there are at 
least a couple. One, keep your eye on growth. This is not just an 
inflation game. And the Fed should be just as concerned about 
growth at all times as it is about inflation, and if there are any 
s^s of a slow down and a major deterioration of growth, they 
ought to act to loosen monetary policy. 

Second, don't mix up monetary policy and trade policy. We must 
continue to improve our exports and continue to improve trade. It 
is a major mistake for the Federal Reserve, which they are not 
doing now, to peg the dollar, because to some extent against some 
countries the dollar is still not at appropriate rates and we ought 
not to be trying to peg the dollar. 

Point Number five, causes for concern as we look ahead: I think 
we are in remarkably good shape overall. I certainly do not tiaA 
that the drot^ht is a major cause for concern on either the groffth 
or inflation side. 

I have just come bsick from Iowa. I don't think Iowa has recov- 
ered but my discussions with people out there lead me to conclude 
that they are going to do — they are going to come out of this bett«i 
than people thought and there is more optimism, at least taaotH 
business leaders that I spoke to in that State than I would ha^ 
expected. 

There is great cause for concern in the savings and loan criBi^ 
but I think that we are stepping up to that plate and dealing wi* 
it, and beyond that, there is cause for concern about the over^ 
level of debt. If you look on page 9 of my testimony, you find th.^ 
our level of debt has almost doubled, public and private debt, co'^ 
pared to a post war average. 

I think it is healthier debt than we had at an eiirlier time. Buti 
has increased substantially. More importantly, I am concerned tts-' 
the ratio of debt service to cash flow is at record levels. I woi* 
underline this for you, Mr. Chairman. We now have the — the sha^" 
of pre-tax earnings of non-farm, non-financial corporation devote 
to debt service is now over 50 percent compared to 30 percent ' 
the seventies and 15 percent in the fifties. 

As we look to the long term, these levels of debt is an increase 
risk, particularly relative to monetary policy. 

Item six, I will not summarize to save time. It asks for whtf 
policy chfinges we need. I will just say that we really need polic: 
changes that keep our eye on being competitive in world marke'* 
and that means everything from further reductions in the budgtf 
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deficit to implementing the sensible trade policy in this trade bill 
we just passed. We still got exchange rates and a lot of trade issues 
before us and tax policy and the other issues before the Congress 
should be weighed in the context — does it make America more 
competitive? Themk you, Mr. Chairman. 

[The prepared statement of Jerry Jasinowski can be found in the 
appendix.] 

Chairman Neal. Thank you, sir. Mr. Pate? 

STATEMENT OF JAMES L. PATE, SENIOR VICE PRESIDENT, 
PENNZOIL CO. 

Mr. Pate. Mr. Chairman, Members of this committee, my name 
is James Pate. I am senior vice president of Finance and IVeasury 
of Pennzoil Co, headquarterd in Houston, TX. So I am not, at the 
present time, a practicing economist, but I am more than a casual 
observer. I appreciate very much this opportunity to share my 
views with you and appear before this committee. I have provided, 
as you suggested, Mr. Chairman, a rather lengthy written stete- 
ment, so I will keep my oral remarks brief, and merely summarize 
my views on the economy and monetary policy. 

At the outset, I would like to emphasize that I am in general 
agreement with the Federal Reserves conduct of monetary policy 
in recent months, and I am in essential agreement with Chairman 
Greenspan's testimony before Congress on July 28. The recent 
effort on the part of the Federal Resierve to make small anticipato- 
ry changes in an effort to avoid big disruptive reactive kinds of 
changes is, in my opinion, a welcomed improvement in the conduct 
and implementation of monetary policy. This approach does, as my 
colleagues have pointed out, place mqjor reliance on accurately as- 
sessing economic conditions and forecasting economic develop- 
tQeats. 

In recognition of this fact, Chairman Greenspzm indicated that if 
the Fed were to err, that he would prefer to err more on the side of 
festrictiveness rather than stimulus. I can't disagree with that. I 
think that is probably the only position the Federeil Reserve can 
take, but as Don Paris pointed out, erring on the side of restrictive- 
liess poses some very serious risks of causing another financial 
crisis and precipitating a recession. 

I am sure that the Federal Reserve is aware of this risk, but I 
think it deserves emphasis and I also believe that perhaps the 
threshold for interest rates is a lot closer, than you might infer 
from some of the very upbeat economic data that have been report- 
ed recently. Specifiwilly, I do not think the economy is overall 
nearly as robust or that inflationary pressures are nearly as great 
as generally perceived. Recent stretch in the economy has been 
highly concentrated in exports and export related segments of 
manufacturing. During the past four quarters exports directly con- 
tributed $83.3 billion of the $157 billion increase in real final sales, 
over half of the increase in real final sales in the past four quar- 
ters has been attributable solely to exports. 

Indirectly, it has been estimated that exports have contributed 
another $40 billion to business spending during this period. This is 
a lot of stimulus, a lot of thrust to come from a component which is 
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only about 11 or 12 percent of GNP. On the other hand, consumer 
spending, which accounts for roughly two-thirds of total GNP, has 
contributed only about $30 billion to real growth in the past year 
with almost all of this gain centered in services, not in goods, but 
in services. Fixed investment has increased about $27 billion, with 
eJl of the increase in equipment, not in business structures and not 
in residential construction expenditures, but in equipment. So eco- 
nomic growth, in my opinion, is very uneven. It is zdmost lop-sided 
and extremely vulnerable to fore^ exchange rate chzu^es and, 
therefore, to interest rate changes. 

With respect to inflation, I don't believe there is any question 
wages and prices are headed h^her. The consumer price index has 
increased during the past year at a 4.5 percent annual rate. In the 
month of July it went up 5.2 percent. The producer price index for 
all commodities increased 4.2 percent during the past year, 7.8 per- 
cent in the last 3 months. Prices of intermediate commodities in- 
creased 5.9 percent durit^ the past year; 9 percent in the last few 
months. Volatile commodities rose 5.6 percent in the last 3 months. 
Labor cost picked up, in part because of the increase in social secu- 
rity. Hourly pay for nonfarm workers rose at an annual rate ol 
about 2.2 percent in the first quarter and about 5.2 percent in the 
second quarter. So signs of higher wages and prices abound, but 
this should be no surprise because most of my colleagues that are 
active forecasters, I think, have been anticipating higher inflatio' 
in 1988, and 1989 now for some years. 

In fact, I would suspect that a ceu'eful study would reveal th.' 
more forecasters have overestimated inflation in recent years th^ 
have underestimated inflation. There are no signs of any inflati(^' 
ary surge or wage-price spiral in my opinion. The so-called (x^' 
rate of inflation as measured by the producer price index for fx— 
ished goods, excluding food and energy products, was up only ^t 
percent for the year ended in July, compared to 2.2 percent for t^ 
calendar year 1987. The widely discussed capacity constrain.- 
appear to be rather minor, and again centered primtuily in exp» '-■ 
related industries. Operating rates for most major Industrie 
remain well below past cyclical peaks. So the recent heighten^ 
concerns about an overheating of the economy and of inflation, 
believe, are a bit exaggerated. 

As I mentioned earlier, the current economic strength of th- 
economy is very much centered in exports. More than Imlf of th' 
economic growth in the piist year has been due to exports. Export- 
are expected to remain strong and even increase for several mon 
quarters. However, they are not likely to contribute thrust to th< 
economy in the quarters ahead, to the extent that they have during 
the past year. At the same time it is difficult to see other sectors o: 
the economy that might pick up this slack and, therefore, sustair 
the high real growth rates that we have seen. 

Consequently, economic growth is expected to slow appreciablj 
in the months ahead. Our forecast is that overall real economic 
growth will slow from 3.3 percent in the first half of this year tc 
about 2V2 percent in the second half of this year. On a forth quar 
ter to fourth quarter basis, growth is expected to be about 3 per 
cent in 1988 and about 2 percent or less in 1989. 



Digitized byGOOgIC 



El Our forecast is for a moderate eicceleration in the rate of infla- 
-.^ tion with the increase in the consumer price index averaging 
[j^ slightly over 4 percent in 1988 and roughly 5 percent in 1989. This 
s,3 may appear to be a rather encouragii^ outlook. However, my con- 
- r cern is that we are approaching, we are not yet there, but we are 
KL approaching, gettii^ very close to what I would consider to be a 
'*t danger zone for interest rates. We recently ran some simulations 
>£ with a widely used econometric forecasting model and found it does 
5 a not take a very large increase in interest rates in 1988 to produce a 
flat economy in 1989. We also found that if you combine a slight 
£si increase in interest rates with just a slight decline in consumer 
3:: confideoce, you can generate two or more quarters of negative real 
Ir:: growth very, very easily. 

ei: Since March, interest rates have been pushed up 130 to 190 Iwsis 
ji points. They are now hack to or very close to and in some caaeB 
s: above the levels that they were at just prior to the October crash. 
[ ? The financial markets are very, very jittery. The Vi-point increase 
z^ in the discount rate on August 9 was quite unnerving and in my 
£. Opinion, not fully supported by economic fundamentals. 
■j However, it was probably unavoidable and warreinted on the 

1 ;j basis of perceptions and expectations, especially inflationary expec- 
, jl tations that were starting to build in the financial markets. There 
has developed an enormous preoccupation with the release of every 
single economic stetistic. The financial community is now attach- 
ing far more significance to small month-to-month changes in eco- 
nomic date than is justified on the basis of their statistical integri- 

In conclusion, I want to emphasize once eigain that we are ap- 
proaching a danger zone in interest rates. Although the prospecte 
for overall economic growth and inflation appear rather good at 
this time, the risk of pushing rates too high and creating another 
«iiancial crisis and recession, I believe, are substantial. Unfortu- 
'^Btely, fiscal policy is on hold because of the large budget deficit 
^~Hd the upcoming presidential election, so the burden of sustainii^ 
^c:onomic growth falls at this time entirely on the Federal Reserve, 
* think it is extremely important that growth be sustained until 
^fce next administration has the opportunity to deal with the Fed- 
eral budget deficit problem, the trade imbalances, the Third World 
*^ebt problem smd the seriously unstable situation with our finan- 
^^ial institutions, thrift institutions and commercial banks alike. 

In my opinion, our best chance, indeed our only chance, of deal- 
ing effectively with these problems is in an environment of eco- 
*ionuc growth. Thank you, Mr. Chairman, and Members of the 
<::ommittee for giving me this opportunity to express my views. 
"Thank you. 

[The prepeired stetement of James Pate can be found in the ap- 
pendix.] 

Chairman Neal. Thank you very much. We have hfid the second 
Iwll now for a floor vote. We will recess at this point and be back 
in 7 or 8 minutes. 
[Recess.] 

Chairman Neal. I would like to call the subcommittee hack to 
Order. I apologize for the interruption. We would like to hear from 
Mr. Rahn, at this time. 
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STATEMENT OF RICHARD RAHN, CHIEF ECONOMIST, 
U.S. CHAMBER OF COMMERCE 

Mr. Rahn. Mr. Chairman, thank you very much on behalf of the 
U.S. Chamber of the Commerce. We greatly appreciate your invit- 
ii^ us to testify today. 

At the outset, let me commend the members of the Federal Re- 
serve Board for their recent efforts in striving to meet the man- 
dates established for them by law. 

I want to state for the record our total eigreement with and sup- 
port for the objective of achieving non-inflationary economic 
growth. Any disagreement we have with the Fed in this regard is 
over the means, not the end, of monetary policy. While we may 
have preferred a more gradual reduction in the inflation rate aiia 
have chosen a different method to reduce inflation, the fact is the 
Federal Reserve Board was instrumental in breaking the inflation- 
ary spiral of late 1970's, and for that we are thankful. 

The question we now face is what should Fed policy be today? 

We find the following: Today's persistent inflation in the 4.5 per- 
cent range is the remnant of earlier Federal Reserve Board mis- 
takes, which greatly increased the growth of the money supply to 
drive down the value of a dollar in 1985 and 1986. 

Two, sustained inflation is always a monetary phenomenon and 
the trend in the real economy, when divorced from changes in 
monetary growth, have little bearing on past, present and future 
inflation. 

Fed policy is highly discretionary. The long-term goal of mone- 
tae' policy should be zero inflation. 

Consequently, the Fed should establish both price and quality 
rules in managing the monetary eiggregates. Let me expand on that 
very briefly. 

We think that in the absence of rules, you will tend to get what 
you have had for really the 70 years in which the Fed has been in 
existence and that is overshooting the targets. First, there was too 
much pressure on the accelerator, and then too much pressure on 
the break. 

Monetarists, I know, like strict monetary rules. We feel that par- 
ticularly since you can't forecast velocity with precision, a s^ict 
monetary rule in itself will not accomplish the goal of stable prices. 
We think a monetary rule coupled with a price rule, and by that I 
mean targeting a basket of commodities which are highly sensitive 
to change in monetary policy, will do the job. 

In fact, I will go further, and given the worldwide economy we 
now have, 1 think it is important that we all try to target a single 
basket of commodities, and we should encourage the central banks 
of other countries to do the same thing. 

I think if we had the G-7 nations all targeting the same basket, 
this would greatly mitigate the huge fluctuations we have in ex- 
change rates and at the same time move all the major industrial 
countries toward a zero rate of inflation. 

Current Federal policy is inconsistent. While manning a poliCT 
of monetary restraint at home, the Fed, in 1988, has been expand- 
ing the money supply internationally to hold down the value of the 
dollar. 
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In fact, what happened in recent months I can only say is ridicu- 
lous — with the Fed increasing the interest rates here £tnd at the 
same time going around selling billions of dollars, particularly to 
Europe, to bring down the value and exchange rate. Those dollars 
are sent right back to the United States, which inflates our own 
domestic money supply. It is like taking money out of one pocket 
and putting it into the other pocket. 

We accomplish nothing productive by doing that. The secrecy 
surrounding Federal policy making and unannounced changes 
greatly adds instability in financial markets. 

The Fed should make its deliberations open so that policy 
changes can be anticipated and the impact on the economy mini- 
mized. 

You now have a provisional group of "Fed Watchers." Business- 
men and lenders and borrowers of funds know that you have an 
inflationary risk premium in any interest rate. 

We also now have a Federal policy risk premium in addition to 
the inflation risk premium because people are trying to figure out 
what the Fed's reaction will be. That is why on the nightly news, 
good news is reported as bad news and bad news as good news, and 
the next day you see these perverse reactions of the markets to the 
"good" news and the "bad" news. 

I think that part of that risk could be minimized if the Fed oper- 
ated with much greater openness. They don't have a black dox 
there full of Einswers. 

We know the folks at the Fed are an able, dedicated group, but 
they don't have a monopoly on wisdom or knowledge, and we give 
them very blunt instruments. Their information is no better infor- 
mation than any of the rest of us have and yet we expect them to 
be wiser. 

Of course, they can't be, so they hide behind a veil of secrecy 
that serves nobody's interest. A high interest rate policy designed 
to slow economic growth is an inappropriate policy at the moment 
because it interferes with the credit markets and adds instability to 
the economy. And, contrary to intent such a policy, may actually 
add to inflationary policies. I will get into more detail on that in a 
second. 

Again, the Fed is trying to do too much with too little informa- 
tion and too crude instruments. The result is flawed economic 
policy. They embarked on a misguided policy of pushing interest 
rates up in the erroneous believe that uncontrolled and unguided 
economic growth produces inflation. 

Growth is neither inflationary or deflationary. It is monetary 
policy that determines the rate of inflation. If you have economic 
growth where investment is at least equetl to growth in consump- 
tion, or higher than the growth of consumption, inflationary pres- 
sures will be stable or falling. 

If we have high levels of investment, like we currently have, and 
new capacity coming down stream, particularly in those industries 
that are approaching high levels of capacity, then in my judgment, 
you will see a reduction in inflationary pressures from these indus- 
tries, rather than increasing bottlenecks. 

In the late 1970's our rate of economic growth was not all that 
rapid. Our problem was a lack of capital investment. That is why 
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we ended up with the so-called inflationary bottleneck or the pro- 
duction bottleneck. Demand in many cases was exceeding supply 
back then. That was a feiilure of investment. 

The Fed rapidly expanded the money supply in 1985 and 1986 to 
reduce the value of the dollar in world markets. As a result, the 
dollar dropped against all major foreign currencies by so much, the 
Fed began to fear it was falling too fast. 

The Fed then appesirs to have slammed on the monetary breaks 
and attempted to avert both the free fall of the dollar and infla- 
tion. This is typical of Fed behavior. 

If you look over the last 70 years, you find that the Fed tends to 
do this in extremes. They often say their job is to lean against the 
wind. The problem is again they have no more wisdom, and I think 
all the people at the Fed are extremely able, but they don't have 
any more wisdom and knowledge than the rest of me financial 
markets. 

If you look at history, you find the Fed has tended to lean with 
the wind, and that is why they always are over correcting at a 
later time. As long as we have a totally discretionary monetaiy 
policy, we are going to have problems in using a sensitive commodi- 
ty basket. You could go back to gold, but that carries a lot of bag- 
gage that I am not necessarily advocating. 

Finally, part of our public debate over the appropriate monetary 
policy as focused on non-inflationary growth potential of the Amer- 
ican economy. Recently U.S. real economic growth is above the 
post war average and causes concern for many. 

There are many elements in the debate, few answers. It is con- 
ceivable that growth potential is a great deal higher than the ap- 
proximately 2.5 percent real growth the Fed assumes in the policy 
deliberations. Macro-economic theory sheds little light on growth 
potential, but reality does. Currently the labor forces is growing by 
1.5 percent, labor productivity is up 1.4 percent annually. 

The industrial capacity is growing about 2.5 percent. When th^se 
elements of overall economic growth are added they give an esti- 
mate of potential growth in the GNP of over 5 percent. 

Whether this is accurate to a decimal point is not the issue. The 
point is the Fed may be severely underestimating potential GNP 
growth. 

How you base these estimates and how these estimates effect 
policy should be of vital interest to Americsms. Therefore, we sug- 
gest the Congress consider a first step in opening up the Fed policy- 
making procedures by requiring it to publish its Fed open market 
committee minutes within 48 hours of completion of the meeting. 

In summary, we believe that it is not economic growth that is 
causing inflation or making inflation more of a threat to the U.S. 
economy. Today's inflation is a remnant of an earlier Fed mistake. 

Unfortunately, Congress can't instruct the Fed to use proper eco- 
nomic reasoning, but in current and future hearings held by the 
committee, debate over how to view the economy should be expand- 
ed. 'The economy is moving along, I think, at a very good rate. 

We are almost at the 6-year anniversary of record peacetime ex- 
pansion, and we must remember that economic expansions do not 
stop or die because of old age. They die because of policy mistakes, 
and a msoor shift in economic policy by too much acceleration or 
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tightening up t»o much woukl be a mietake. In my judgment, the 
rise in the ducount rate was a mistake, not a fatal mistake, but I 
hope that the Fed would now begin to allow interest rates to dnm a 
bit. 

I think inflation pressures will be mitigating. Oil prices and a 
number of other commodity prices have begun to fall. 

The recent economic statistics «how softening in the economy. 
Clearly the economy is not overheating. A couple of the other 
things that are critical to economic performance are more directly 
in the control of Congress. I think, for example, it would be a great 
mistake to increase taxes. 

I think if Congress meets the Gramm-Rudman targets just on the 
spending side alone and gets us approximately to a balanced 
budget by 1993, that we would be largely out of the woods on the 
deficit side. I would urge the Congress not to re-regulate the Amer- 
ican economy, including adding such thit^s as a mandated bene- 
fits, which increase the cost of doii^ business and make us less 
competitive. 

Mr. Chairman, ftgain I thank you very much for the opportunity 
to testify today. 

[The prepared statement of Richard Rahn can be found in the 
appendix.] 

Chairman Neal. Thank you, sir, 

I have a bias and that is eigainst inflation. I wish we had better 
tools to fight it. I used to think that we had adequate ways to judge 
Fed policy when the relationships between monetary growth and 
inflation were clearer. Unfortunately, they are now not as clear, 
and that creates new complexities for the policy makers and other 
businessmen. 

Mr. Rahn, you have criticized the Fed pursuing a high interest 
rate policy. I must say that seems inconsistent with the rest of 
your testimony. You think as I do that inflation is a monetary phe- 
nomenon, that the Fed should follow rules in managing the aggre- 
gates. I would like to get back to that point in a minute. 

Money growth expanded too much in 1985 and 1986. It ought to 
have as its goal zero inflation, and I agree with that goal. But, if 
the Fed tries to restrain money growth at a time of increasing in- 
flation and fairly strot^ real growth in the economy, as it appears 
to be doing now, wouldn't interest rates surely rise? In other words, 
how can you get to the goal zero inflation — at least move in that 
direction — without some initial increase in interest rates? It seems 
inconsistent to me. 

Mr. Rahn. Well, you have got a couple of different effects here. 
One is that shortrterm interest rates are higher than they need to 
be because the Fed is selling dollars abroad, which causes the 
dollar to fall and in turn induces the Fed to raise interest rates to 
prevent foreign capital from pulling out of U.S. paper. This means 
the Fed is caught in a viscous circle in which it ratchets up both 
ends of the interest rate equation. 

The Fed should stop selling dollars abroad, and get out of manip- 
ulating the value of the exchange rate. 

You can't set the value of the exchange rate and maintain eco- 
nomic growth and get to zero inflation all at the same time. The 
Fed is trying to do too many different things. 
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As I pointed out in the testimony, monetary growth was too 
rapid during 1985 and 1986. It brought the dollar down very sharp- 
ly and further in my judgment than it needed to go. So, of course, 
in early 1987, they put down the screws and we had relatively slow 
monetary growth and a rise in interest rates which is somewhat re- 
sponsible for setting off the collapse in the stockmarket last Octo- 
ber. Part of the problem then were reactions by foreign central 
banks who also constantly engage in discretionary manipulation of 
interest rates and foreign exchange rates. 

Now, yes, you have to raise interest rates somewhat to keep a 
real positive real rate of return, if you are going to get yourself 
down close to zero inflation. 

Our recommendation to the Fed earlier in the year v/aa to step 
gently. When they really started slowing down the rate of mone- 
tary growth and increasing interest rates, we said they over did it. 

Seriously, some rise was appropriate, but our dilemma is, the 
le^s between changes in monetary policy and the effect on inflation 
can be as long as 18 to 24 months. However, the lags on the imme- 
diate impact on the economy, whether we are spurring economic 
growth or contracting economic growth, as a result of monetary 
policy can be very short— from a matter of weeks to just a very few 
months. 

So, the Fed now is f^hting the very inflation they generated in 
1985 and 1986, but they can't affect that inflation. All they are 
doing is slowing down the real economy. You don't want to overdo 
that. That is why I think much more work needs to be done in de- 
veloping an appropriate bfisket of sensitive commodities. 

Now, a few years ago, about 4 or 5 years ago, several of us start- 
ed working on this project, but it takes a lot of time. I am arguing 
the Fed doesn't have the information at hand right now to bring 
inflation down precisely, but they, in our judgment, did overreact 
in August. Not that I didn't want to see a little bit of increase in 
the interest rates and the slowing of monetary growth. I think they 
went too far, which they have typically done when you look at it in 
hindsight. 

Chairman Neal. I agree with that goal of zero inflation because, 
to me that means we are going to have low short- euid long-term 
interest rates. 

Mr. Rahn. If I can add one thing. 

If the financial markets knew that we were really going to have 
zero inflation and they knew the commodity — what commodity 
beisket was being targeted, then these huge inflation and uncertain- 
ty premiums that are put into interest rates would quickly disap- 
pear. 

The reason really, and I am not claiming I have it all worked 
out, is how to get from where you are now to where you want to be, 
without putting the economy in trouble. We don't want to go 
through an experience like in 1981 and 1982. 

Again, I have enormous respect for the members of the Fed, and 
I know they have a very difficult time here. But I think that they 
need to be more explicit on saying how they are going to get there 
and at least open it up much more to public discussion than they 
have. 
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Just openii^ up that decision-making process will help. Now, like 
you, a number of us talked to them privately and to the staffs and 
they are going through the same intellectual struggles we are 
going through. 

I don't think it hurts confidence to open that up and get many 
more people involved. It would reduce the inflation and the Federal 
Reserve risk premiums in these interest rates. 

Chairman Neal. I notice, especially the other three witnesses 
have a real concern about the potential for a down-turned econo- 
my — a recession. I was pleased with the response of the Fed to the 
October 19 stock market decline — announcing that they were clear- 
ly not going to let the situation get out of hand. They supplied the 
needed reserves quickly. I was pleased when they decided to contin- 
ue their inflation fighting mode again. I agree that they pumped 
out too much money over the last several years. They were correct- 
ing their own faults, and they had other reasons for that. We held 
eome hearings on this idea of using commodities as a guide for the 
Fed, Euid we brought up the subject several times. 

The Fed is conducting studies on that interneilly, and we will see 
them sooner or later. So far, however, it appears that the evidence 
is fairly inconclusive that there is any relationships that we can 
count on over time. We certainly ought to look at every possible 
option for generating more growth, non-inflationary growth. But 
any new approach must be carefully analyzed before it can even be 
considered. 

Mr. Rahn, you mentioned the Fed's mandate in the early part of 
your statement. Where do you find the mandate? 

Mr. Rahn. The Employment Act of 1946. 

Chairman Neal. As amended over time? 

Mr. Rahn. Over time Congress has given the Fed a number of 
instructions. I sound a bit radical today, but I think the Fed has a 
problem today of being both a banking r^ulator and also responsi- 
ble for monetety policy, and these thii^s at times can put them in- 
ternally in conflict. 

Congress has deliberately put them in a situation where they at 
times have conflicting goals. 

I think, perhaps, even a broader look over time if you look at all 
the things that the Members of Congress in the last 70 years in- 
structed the Fed to do and be responsible for, you would find that 
no set of humans, could do all that. Perhaps there oi^ht to be some 
division of powers here tmd limit the Fed's responsibility more to 
what we can expect knowletfeeaWe and reasonable people to really 
accomplish. 

Chfiirman Neal. We were silso concerned when it appeared that 
maybe the Fed was following orders from the Treasury Department 
concerning the Louvre Accord. We were critical there and the Fed 
made it clear that they were not. 

It is my strongly held impression and their testimony will say 
the same thing, that they are not fooling around with the value of 
the dollar. 

Mr. Rahn. They did follow the Louvre Accord. If you take a look 
at their eictions, it was explicit, and in my own judgment, even 
though I tend to be a partisan for this administration, I think the 
Louvre Accord was a great mistake. And, I conveyed this over to 
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them. None of us know what the proper foreign exchai^e rate 
ought to be. That is assuming a degree of wisdom that we as econo- 
mists and I think policy makers don't have. That is why we were 
forced to go to fluctuating exchange rates. 

When you run the gold system you have a North Star. There 
were a lot of problems with the gold, and I am not advocating gold 
today. But, it gave a kind of anchor. 

None of the currencies now have any kind of anchor, none of the 
major currencies. And this puts us all in an endless difficulty — the 
Bank of Japan and the Bank of England and all the rest of them. 
That is why we have come to feel more strongly about trying to 
identify at least the basket of internationally traded commodities 
at a one world price can lead us toward more of an anchoring on a 
North Star of stability in the system— ^so we don't have to rely on 
the good judgment of people like Secretary Baker and his col- 
leagues around the world. 

Iliey are not able — not that they are not very capable men — to 
accomplish what they set out to do. We expect more them they can 
deliver. 

Chairman Neal. I couldn't agree more. But, the market is so 
huge we can't fundamentally alter them alone. We can jiggle them 
a little bit here and there, but we can't overcome the fundamental 
direction. 

Mr. Barnard? 

Mr. Barnard. I apologize to these gentlemen for being tardy, but 
as you probably know we have some extensive hearings today on 
another very important subject of which will effect the economjr, 
whether you in the manufacturing, or oil business or the caterpil- 
lar business, as we attempt to bail out the savings and loan indus- 
try, I guarantee it is going to have its ramifications nationwide, 
and that is one of the real serious problems we have been in those 
hearings today about. 

I would reiterate what the chairman has said. I think inflation 
has not been resolved. 

I don't think that we can just bask in the sunlight of the last 3 
or 4 years and think it wouldn't raise its ugly head. 

I am not a Federal Reserve banker, but I do watch very closely 
what they do do, in the terms of whether they are overreacting or 
underreacting. 

I think that is one of the good feature of this committee and 
other Members of the committee and Congress, that they do take 
very seriously the oversight of what the F^ it is doing, both in the 
discount rate and monetary policy. So it is very interesting. 

It is very popular today for Members of Congress to take a posi- 
tion because it is a sensitive political issue in the country tt^ay, 
and that is about taxes. 

I don't know whether in your testimony you discussed taxes or 
not, but do you have an opinion as to whether or not we can antici- 
pate taxes at all without offering some imbalance in the economy? 

The ideal would be for us to balance the budget as quickly as pos- 
sible by cutting Federal spending. I think you will find both of the 
Members of this panel in agreement to that, even though we come 
from the other side of the aisle. But we are faced with the situation 
and, in fact, I can't recognize that any candidate for the presidency 
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today has given us many concrete proposals as to how they are 
going to balance the bud^t by reducing Federal spending alone. 

I think the time has Come for us to just anticipate that if we 
can't do that, are taxes — cmd I am certainly not proposing taxes, 
and I have to always say that because the press likes to take 
myself as one of the most conservative Democrats in the country, 
even from Georgia, and say, aha, he has succumbed to the ills of 
raising taxes. I think we at least have to put it on the table to talk 
about it. 

I am asking you all, do you have a sense that raising taxes is 
going to be at»olutely unacceptable in any form or fashion? 

Mr. Rahn? 

Mr. Rahn. I have sort of definite views on this. 

What do we know about tax increases? First of all, we know tax 
increases slow economic growth. It is going to have an impact on 
economic growth if it is at all sizable. 

We know historically that tax increases have not led ua to small- 
er deficits. They have frequently led ub to bigger deficits. We think 
of TEFRA in 1982, which was supposed to bring down the deficit 
and growth and spending, $3 for each $1 dollar of tax increase. Ev- 
erybody seemed to accept it at the time. Now you can't seem to 
find anybody party to the agreement in the administration or Con- 
gress. 

Since Wtwld War 11 there is not much evidence, or any evidence 
at all, that taxes have even brought down Government spending or 
diminished the deficit. 

Mr. Barnard. Why do you think that is so? 

Mr. Rahn. Because with a tax increase — part of the problem is 
with the models we use in our revenue estimating. A tax rate In- 
crease never brings in as much revenue as it appears on paper it 
Bhould, given the proportion of the rate increase, and the other 
side, a tax rate reduction never loses as much revenue as you 
would expect, as you would expect in a linear cut— that is, if the 
fall in revenue were directly proportioned to the tax rate cut. 

We all know our individual behaviors are changed. Congress 
tends to overestimate the revenue coming in from the tax increase 
and, of course, the pressures on you gentlemen and all your col- 
leagues from your constituents etre always to spend more. 

Even in the business community we all talk about how we want 
less Government spending, but they always want their additional 
eunounts of spending for their projects and labor and consumers 
and everybody else. Thomas Jefferson clearly identified this when 
they had the great deliberations in the Federalist Papers. 

So I don't think the empirical evidence is there that a tax in- 
crease can get you out of the woods. We are in a better position 
now than we were a few years ago to get to a balanced budget, or 
close to one, just from restraint in the growth in spending. 

After the 1981 tax changes we had a period of years where Fed- 
eral revenues grew more slowly than nominal GNP growth. Now, 
as a result of a number of the tax changes and other changes you 
Eill have made. Federal revenues will grow slightly faster over the 
next 5 years than nominal GNP. That means we can have fully 
funded social security without smy chfmges in the program, pay all 
the interest on the Federal debt, increase all other Federal spend- 
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ing on the average at the rate of inflation, and still have a little Ut 
left over. 

Now, if you want to increase programs — more child care or what-- 
ever the priorities of whoever the new President and Congrees 
are — that means you have to reduce the growth in some of the 
other programs. I don't think this is impossible, particularly since 
you passed Gramm-Rudman. 

If you refrain from tax increases and comply with Gramm- 
Rudman, you are basically going to get out of the woods. 

Mr. Barnard. You don't think, though, that some of the pro- 
grams which we will have to decrease funding in and of itself will 
be in the infrastructure — roads, highways, airports and so forth— 
you don't think that burden that is going to be passed on to local 
communities will offset — won't taxes have to be raised at that level 
to offset what we would have normally done by raising taxes? 

Mr. Rahn. 1 am not sure that necessitates a shift to increase tbe 
tax burdens for States and localities. In some cases that may weU 
hurt, as it has in recent years, but I am not sure that is all bad. 

Philosophically I tend to be one that believes government is best 
closest to home, and a lot of this responsibility got transferred to 
the Federal Government over the last few decades that I tbink 
could more appropriately be done in State and local governments. 
That is my own philosophical bias on that. 

Mr. Barnard. It can't be done if we don't turn loose some of 
those trust funds. You see, that is the thing that coucemH me. 
When we are using the trust funds which are special purpose 
taxes, when we are using the airport trust fund and highway tnist 
fund to balance the bud^t, and then when we expect the States to 
continue to build the roads and the bridges and the airports, which 
the populus is going to ask them to continue to do, that means at 
the State level the State is going to have to raise taxes. 

Mr. Rahn. I grant you, the way we are doing some of these 
things — part of the airport trust fund, for example, makes IK 
sense. If we are going to have user fees, user fees ought to be rea 
user fees and not general revenue sources. 

When I say no tax increases, that doesn't mean having ai 
changes to make the tax system a bit more rational by reducin 
the impediments on work, saving, investment or not overfundin 
trust funds that you are not going to utilize immediately and the 
uaii^ user fees improperly. 

Mr. Barnard. Does the Chsmiber support a broad-based coi 
sumption tax? 

Mr. Rahn. No. 

Mr. Barnard. Does the National Association of Manufacturer 

Mr. Jasinowski, We do, and we think that it is an importai 
option to consider if we are not able to reduce spending to tl 
amount necessary. 

I would agree with Mr. Rahn that that is where the emphaf 
should be. But if it is not possible, it then becomes a question 
what do you do and what are the political trade-offs and what a 
the economic effects of different kinds of taxes. 

Certainly a broad-based consumption tax would help increa 
savings in this country, would have favorable effects on investme: 
and would be a favorable tax from the point of view of intematio 
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1 al trade. It carries a lot of controversial baggage with it, both in 
/ tenns of its impact on inflation and its option for opening up addi- 
titmal revenues to be spent and the fact that politically it is not 
nmething anyone heis hitched on to, that we will continue to advo- 
cate a broad-based consumption tax. 

Chairman Neal. There was one Congressman, and he is no 
longer with us. 

Mr. Barnard. He is probably better off, too, financially. 

Mr. Jasinowski. It is interesting how good your memories are on 
things like that. 

Cheiirman Neal. Would the gentleman yield to me? 

Mr. Barnard. I have taken more time than I deserved. 

Chairman Neal. None of us likes taxes. If we try to separate the 
politics out for a moment, I now see that about 75 percent of our 
budget is in three items. It is clear that we are not going to do any- 
thing about social security; the defense budget has been holding 
feiirly level for about 3 years; interest on the national debt we can't 
do much about. 

The rest — education for example — both the presidential candi- 
dates and most of ua other candidates say we ought to improve our 
education. Some people like to say we are going to get better by 
spending less. That is political talk. That is not the way it works in 
the real world, I don't think. I must say it is very rare that we can 
get more for less. Maybe it can happen. 

Doug mentioned one area. I hope that you are all aware more 
tiian most of us that we need to invest in the infrastructure of the 
country for the future. Roads and highways and bridges are dete- 
riorating. We have some problems that will impact the life of us all 
if we don't do something about them over time. I am talking about 
big problems like greenhouse and acid rain and toxic dump waste 
and 80 on. This costs money. You don't get more for less there, for 
sure. You have got mammoth environmental expenditures possible, 
mammoth infrastructure expenditures, and we want to improve 
our educational system. 

To leave out of it the social concerns that are arising to our con- 
sdousness such as homelessness and hunger, it seems unrealistic to 
Oe to think we are not going to somehow have to deal with those 
things. 

Mr. Barnard. Let me throw in one more consideration, and the 
thing that concerns me with all of this is another part of the equa- 
tion, and it is how are we going to increase our rate of savings in 
this country? 

Chairman Neal. You have all criticized higher interest rates. I 
agree with you, but a good fraction of those higher interest rates 
today are the result, it seems to me, of an inflationary expectation 
which is directly related to our budget deficit. Real interest rates 
remain at historically high levels. It would seem to me in the inter- 
est of lower interest rates and increased savings, as Doug men- 
tioned, that we ought to give this deficit a much higher priority. 

Mr. Jasinowski, If I can make two quick responses to your point, 
one I will go back and emphasize again, this idea of a broad-based 
consumption tax which deals with most of those problems. I recog- 
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Chairman Neal. Let me go one step further. If we put a dollar a 
gallon on tax on gasoline, for example, that would discourage con- 
sumption and would generate a significant amount of moner 
toward the deficit reduction — some say close to $100 billion. How- 
ever, it is just not going to happen. It is really not realistic to think 
we are going to be able to cut spending on the one hand in the face 
of these obvious needs. If we don't do them, someone has t« do 
them. 

Mr. Jasinowski. Let me finish my two points. I go back to the 
consumption tax at number one, and I don't think over the long 
term it is going to be regarded as outrageous and unrealistic. 

The second thing is, I certainly don't mean to be presumptuous 
to preach to the Congress about how they should manage the re- 
duction of spending, but I have to say from the point of view of 
manufacturing corporations that we have reduced employment and 
costs by 25 percent plus, and that has not happened in most areas 
of the Federal Government. There are areas where that may have 
occurred, but it has not happened overall. 

So I have to say, Mr. Chairman, that we have 

Chairman Neal. Where is it comparable? You can increase your 
productivity by gettii^ new machines, but machines can not 
handle constituent problems or make laws. 

Mr. Leach. So can we. 

Chairman Neal. Yes, we can, but so much of what we do is not 
of that nature. 

Mr. Barnard. We had an opportunity 

Mr. Jasinowski. NAM reduced its staff by about 25 people. 

Chairman Neal. Federal Government employment has stayed 
the same for 20 years. 

Mr. Jasinowskl That needs to change. 

Mr. Barnard. We had an opportunity to cut spending across tht 
board 2.5 percent. It was called a 2 percent deficit package. It got 'i 
percent of the vote of Congress. I think something like 50 Memben 
voted for it. 

But the problem is, I am not of the opinion that we can't acros 
the board arbitrarily reduce spending 1 or 2 percent and expec 
that we are going to have to go out of business. I don't believe w 
will do that. 

Chairman Neal. Jim. 

Mr. Leach. I will take 1 or 2 minutes, because the time is aboi 
up. 

I would say this is frankly a very zilarming conversation from 
Republican's^these two marvelous conservatives wemt to raif 
taxes. My gosh. 

Mr. Barnard. Like everything else, you came in too late. 

Mr. Leach. I just have a couple of quick questions, one for M 
Paris. Moving from macro to micro, you have done so well creatin 
all these 4,500 new jobs in the last year. Do you want to return t 
your other plant and fill it? 

Mr. Paris. I wish we could, but those increases were at existin 
facilities. 

Mr. Leach. We are disappointed you moved out. 

Perhaps a question for Mr. Pate. 
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The Fed made a fairly conttwersial decision m raiatng the dis- 
count rate, and I sense in this wh(^ group there is some dissent, 
but obviously the premise behind it was fine tuning;. Subsequent to 
that decision we had a little stutter in the July statistics, and in 
your indiutiy, Mr. Pate, we appear to be seeing peace at work in 
the Middle Eaist, which may imply a little lower priced oil. 

One of the questions is, if one Etccepts the fine tuning premise, 
that that is all right, should tiiey fine tune in the very immediate 
future and reverse their decision based on those two factors? 

Mr. Pate. With respect to the August 9 increase in the discount 
rate that 1 discussed, I was very disappointed that the Federal Re- 
serve did that. I didn't think it was justified by the economic funda- 
mentals. Of course, that was in large part due 

Mr. Leach. Forgetting the decision made then on those economic 
fundamentfds, has there been a little change in those fundamen- 
tals? I mean, petroleum really, as we understand it, kind of cuts 
across the economy and looks like it is going to be a little lower 
priced. 

Mr. Pate. I think that .is right. 

Mr. Leach. The July statistics — is that a basis of those that 
might have made a close decision in one directicm to make one in 
another, or is the Fed too caught up with its own — frankly I think 
a factor is the psychology of wanting to be independent of the elec- 
tions and, for an honorable person, of course you want to be inde- 
pendent in the elections. 

I personally felt that m^ht have had as much to do with it as 
the concern about inflation. I could be wrong on these close deci- 
sions, but might there be a little different case that might be pre- 
sented, and would you like to say publicly, as an executive vice 
president of a major petroleum company, that prices are coming 
down? 

Mr. Pate. I think that is a good point. Obviously oil prices are 
much weaker than most of us had expected. The general forecast 
was for oil prices to average about $19.50 this year. The forecast 
now is that the price will probably be around $16.50 at best. The 
price currently is $14.24, so it is coming down, and with the im- 
proved inflation outlook should provide more flexibility to the Fed- 
eral Reserve. 

Mr, Leach. One other quick concluding sentence. 

Mr. Rahn, on page 3 of your statement, it is about the best para- 
graph I have ever seen for George Bush to use in a debate for Mi- 
chael Dukakis: the strength of the American economy. I have 
never seen it more succinctly put. It is impressive. 

Chairman Nbal. Thank you all very much for beii^ with us. I 
am sorry the hearing has been disjointed, but we value your testi- 
mony. If you have any other ideas in the future, we want Eind need 
them. Stay in touch with us. 

Thank you. 

[Whereupon, at 3:50 p.m., the hearing was adjourned.] 
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Hr. Cbairaan, and mumb^ra of ths Co«Mitta«, I appreci- 
ate this opportunity to reviair with you racent and pxoap«ctiv« 
nonetory policy and the economic outlook. I Mould also like to 
provide a broader perspective by discussing in sons detail our 
nation's longer-term economic objectives, the overall strategy 
for fiscal and monetary policies needed to reach those objec- 
tives, and the appropriate tactics for is^lementing monetary 
policy within that strategic frameMork. 
The economic setting and monetary policy so tar in 1988 . 

The macroeconomic setting for monetary policy has 
changed in some notable respects since I testified last 
February. At that time, the full after-effects of the stock 
narket plunge on spending and financial markata were still 
unclear, nbile most Federal Open Market Committee members were 
forecasting moderate growth, in view of repid inventory building 
and some signs of a weakening of labor demand, the poaaibility 
of a decline in economic activity could not be ruled out. To 
guard against this outcnu, in the context of a firmer dollar 
on exchange markets, the Federal Reserve undertook a further 
modest easing of reserve pressures in late January, which 
augmented the more substantial easing following October 19. 
Short-term interest rates came down another notch, and with a 
delay helped to push the monetary aggregates higher within their 
targeted annual ranges. 
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In tba avADt, til* •cono^r prowd naarkably raailiutt 
to th« loaa of atock marlwt traalth. Bcon^ilc gcoMth cwulasd 
vigoroua through tha firat half of the y*ar. Continuing bciak 
advancas in exports, together with aodacating growth in iaporta, 
aupportad expanaion in output, aapacially in manufacturing. 
SoMa strangtbening also was avidant in buainaaa outlays foe 
equipaant, aapacially cof^nitars, and conauaar purchasaa of 
durables, including autoa. 

Financial «arl[«ts alao returned to aora normal func- 
tioning. Although trading TOluaas did not regain pre-crash 
levels in aany sarketa, price volatility diminiBhed aoneirtiat and 
quality differentiala atayed considerably narrower tban in tha 
ianediata aftaraath of tha atock aarkat plunge. In raaponae, 
the Federal Reserve gradually was able to restore ita standard 
procedure of gearing open aarkat aerations to tha intended 
preaaura on reserve positions of depository Institutions. Ha 
thereby discontinued tha procedure of reacting priaarily to day- 
to-day variations in aoney aarket intereat rates that bed been 
adopted right after the stock aarket break. 

As tha riaks of faltering econoaic expansion and 
further financial aarket disruptions diminished, the dangers of 
intensified inflationary preaaurea reeaarged. Utilixation of 
labor and coital reached the highest levels in aany yeara, and 
hints of acceleration began to crop up in wage and price data. 
Strong gains in payroll eeployaent that continued through the 
spring coabined with slower growth in tha labor force to lower 
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the unwployBwit rata by about 1/4 p*rc*ntag« point, •van b«fox« 
tti« strong labor warkat t«poEt for Juna; tha induatrial capacity 
utilisation rata Bovad vp aa wall. In part raflacting tha 
paycoll tax incraaaa, broad aoaauras of hourly coa^yaasation 
pickad up soaawbat in tha firat quartac. Pricas for a wida 
ranga of doawstic and ii«port*d industrial xatariala and ai^pliAB 
roaa avan aora staaply than laat yaar, riniab*d goods prica 
inflation has not raflactad this step-19 in prica iaczaaaaa for 
intaraediata goods, in part aa productivity gaina )c^>t unit 
labor coats under control. Bran so, continuad incraasas in 
aatarials pricaa at tha racant paca wara saan as pointing to a 
potantial intansification in inflation aor* ganarally, ainca 
basad on hiatorical axparience, such incraasas bava tandad to 
show through to finiahad 90Od pricas. 

In thasa circuastancas, tha Fadaral Rasarra «as itall 
awata that it should not fall bahind in astablishing anough 
monatary rastraint to eftactivaly raaiat thaaa inflationary 
tandaociea. Tha Systaa took a succassion of taatraining stapa 
froa lata March through lata Juna. Tha abort a at -tern intaraat 
rates gradually roaa to laraia now around hi^ta reached laat 
fall. Responding as well to tbe unwixKling of a tax-ralatad 
buildup in liquid balances, H2 and H3 growth slowed noticeably 
after ;^ril. 

In contraat to the shortest -maturity interest rates, 
long-term bond and nortgage rates, though also above February 
lows, still renain wall below last fall's paafca. The tiaaly 
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tightanlng of aonetary policy this spring, along with p«rcap- 
tiona of battar proapactc for tbm dollar in foreign axchanga 
■arketa in light of tha narrowing in our trade deflcltt aaetted 
to iiqirova Market confidence that inflationary excaaaes Mould be 
avoided. Both bond pricaa and the dollar rallied in June 
deapite incraaaes in interest rataa in aevecal major foreign 
countries and ju^s in aome agricultural pricaa reauXting froa 
the drought in iiportant growing areaa . 
The economic outlook and monetary policy through 1989 . 

The aonetacy actions of the firat half of the year were 
undertaken ao that econoaic expansion could be maintained, 
recognizing that to do so, additional price pressures could 
not be permitted to build and progress toward external balance 
had to be austaiaed. The projections of FOK mHribers and 
nonvoting presidents indicate tbat they do expect economic 
growth to continue, and inflation to be contained. 

The 2-3/4 to 3 percent central tendency of FOHC mem- 
bers' expectations for real GMF growth over the four quarters of 
this year implies a deceleration over the rest of the year to a 
pace more in line with their expected 2 to 2-1/2 percent real 
growth over 1969 and with ttie long-run potential of tha econony. 
The drought will reduce farm output for a time, end it ia 
i^ortant that nonfarm Inventory accumulation alow before long, 
if we are to avoid a troublesome imbalance. Still, further 
gains in our international trade position ahonld continue to 
provide a major attmulua to real QIP growth through next year. 
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reei«cting th« laggad effftct* of Um daclina in tlM •xch«ng« 
valua of ttM dollftx through th* «ad of lK«t yaar. Although tlM 
Donth-to-nonth pattvm in our trad* deficit can b« wipcctad to 
1» •rratic, th« i^ro v— mt in th« •xt«mal a«ctor on baianc* 
ov«c time ia «xp«ct*d to raplac* much of the raducad expanaion 
in doaeatic final deaanda froa our conauaar, buaiaeaa, and 
govarnaent sactora. 

Bi^loyBaat growth ia anticipated to be aubatantial, 
though acna updxift in the une^loyaant rate may occur over tha 
next year and a half, edacity utilisation could wall top out 
aoon, aa growth in dewnda for manufactured gooda alowa to aat^ 
that of capacity. 

Considering the alraady limited slack in available 
labor and capital raaourcaa, a leveling of tha unaaployatent and 
capacity utilization rates is aasential if more intanae infla- 
tionary prassurea are to be avoided in the period ahead. Other- 
wise, aggregate demand wosld continue growing at an unsustain- 
able paca and would soon begin to czaat* a dastabiiiting 
inflationary climate. St^ply conditions for materials aitd labor 
would tighten further and coata would start to rise more 
rapidly; busineasas would attempt to recoup profit margins with 
further price hikes on final goods and services. These faster 
price rises would, in turn, foster an inflationary psychology, 
cut into workera' real purchaaing power, and proi^ an attempted 
further catchup of wages, setting in motion a dynamic proceaa in 



DiBilizedbjGOOglC 



-6- 

which naither woclwrs nor businesses would baneCit. Ttw hacd- 
won gains in ouc intarnational coapetitivanass would b* arodad, 
with feedback affacta depressing the exchange value of tha 
dollar. Excessive donwatic danands and inflation praaaucaa in 
this country, with its aizabla external deficit, would ba 
disruptive to tha ongoing international adjuataent of trade and 
payaents iMbalancas. 

Not only the reduced alack in tha aconoaiy but also 
several prospective adjusbaents in relative prices have 
accentuated inflation dangers. One is the upward novaMant of 
iaport prices relative to doaeatic prices, which is a necessary 
part of the process of adjustaant to large imbalances in intar- 
national trade and payaents. Another is the recent drou^t- 
related increases in grain and so^aan pxicaa. It is essential 
that we keep these processes confined to a one-tiae adjustaant 
in the level of prices and not let thaa spill over to a sus- 
tained higher rate of increase in wages and prices. Elevated 
iaport and farm prices moat be prevented fr^ engendering 
'■xpactations of higher general inflation, with feedback affects 
on labor costs. A aore serious long-run threat to price 
stability could coae froa govemaent actions that introduced 
structural rigidities and increased coats of production. 
Protectionist legislation, inordinate bikes in the minimum wage, 
and other aandated prograas that would iapoav costs on U.S. 
producers would adversely affect their efficiency and 
intarnational coapetitivenass. 
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Th« costs to our acono^ >ad aociaty of alloMiog « aorft 
intcns* inflationary process to bacoaa entranctMd ara carious. 
As tha axparianca in tba past two dacadaa has claariy shown, 
accalarating wagaa and pricaa would hava to ba countarad latar 
by quita rastrictiva policiaa, with unavoidably advars* ii^li- 
cations for production and ai^>loy»ant. Tha financial haalth of 
■any individual and business debtors, as well as of aoae of 
thair creditors, then would ba threatened. The long-run costs 
of a return to higher inflation and the risks of this occurring 
under current circunaCancas are sufficiently great, that radaral 
Reserve policy at this juncture mi^tt ba wall adviaed to err 
■oca on the side of restrictivensaa rather than of atimlus. 

Wa believe that aonatacy policy actions to data, to- 
gether with the fiscal restraint aabodiad in last fall's agraa- 
■ant between the Congress and tbe ad«iniatrBtion, have set the 
stage for containing inflation through next year. The central 
tendency of FOHC MMbars' expectations for i«flation in tha CMP 
deflator ranges froa 3 to 3-3/4 peccant over this year and 3 to 
4-1/2 percent next year. But in one sense tba GW deflator 
vnderatatea this year's rata of inflation, and the coi^aiiaon 
with next year overatatea tha pick-up. The deflator represents 
the average price of final goods and services produced in tba 
United States, oc aquivalently doMestic value added, using 
cuccant quantity weights. This meaaurB was artificially held 
down in tha first quarter by a shift in tha conposition of 
output, especially by the surge in sales of ooaputara tdtoaa 
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prices hav« dropped sharply since ttM 1982 base year used for 
constructing the deflator. Indeed, if the deflator were indexad 
Kith a 1987 base year, it would have risen appreciably faster in 
the first quarter. 

Another under at atesent of inflation in the deflator 
this year ariaea froM its exclusion of ii^iorted goods, lAicb are 
not directly encmi^saed because they are produced abroad. In 
part because ii^ort prices have continued to rise significantly 
faster than prices of d(»eatically produced goods, conauner 
price indexes have increased aore than the (SIB deflator. 

The FOHC belieres that efforts to contain inflation 
preasurea and sustain the economic expansion would be fostered 
by growth of the Monetary aggregates over 19BB well within their 
reaffirmed 4 to 8 percent annual ranges, followed by aoae slow- 
ing in money growth over the course of next year. H2 should 
■ove cloae to the aic^int of its range by lata 1988, if 
depositors react as expected to the greater attractivenesa of 
market instruMents coopered with liquid ooney balances that was 
brought about by recent increasea in short-term market rates 
relative to deposit rataa. H3 could end the year aonawhat above 
its midpoint, though comfortably within its range, if depository 
Institutions retain their recent share of overall credit expan- 
sion. The debt of nonfinancial sectors, tdilcb so far this year 
has been near the mi^oint of its reaffirmed 7 to 11 percent 
Bwnitoring range, is anticipated to post similar growth throu^ 
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For 1989, tha FOHC ha* undarscorad its intantion to 
•ncourag* progresB toward pric« stability orar tiaa by lomring 
its tentative ranges for money and debt . Me have preliMinaxily 
reduced the growth range for H2 by 1 full percentage point, to 
3 to 7 percent; last February, the FOHC also bad reduced the 
■i^wint of the 19S9 range for M2 by 1 percentage point froa 
that for 19B7. Ha have adjusted the tentative 1989 range for 113 
downward by 1/2 percentage point, to 3-1/2 to 7-1/2 percent. 
This configuration ia consistent with the obaerved tendency for 
H3 velocity over tiae to fall relative to the velocity of H2; 
over the last decade, the Federal Reserve's ranges frequently 
allowed for faster growth of H3 than of H2. The aonitoring 
range for domestic nonfinancial debt for 1989 also baa been 
lowered 1/2 percentage point to a tentative S-l/2 to 10-1/2 
percent. 

The specific ranges chosen for 1989 are, aa usual, pro- 
visional, and the FOMC will review the* carefully next Febroary, 
in light of intervening developaenta . Anticipating today bow 
the outlook for the econoay in 19B9 will ^pear next February it 
difficult, aod a aajor reaasesseent of that outlook would have 
in^lications for appropriate money growth rangea for that yeac. 
Unexpectedly strong or weak economic expansion or inflation 
pressures over the next six months also could have implications 
for the behavior of interest rates and their prospects for 1989. 
The sensitivity of the monetary aggregates to movements In mar- 
ket interest rates means that the ^propriate growth next year 
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iQ K2, H3, and dabt could •»«■ diffsrsnt naxt FAruary than now, 
Diccssitating a raviaion in the annual growth ranges . As th* 
iggrefataa hav* bacoma more raaponsive to Intecast rate changas 
in tha ISBOa, judgnenta about posaible ranges for tha naxt yaar 
MCHsarily hava bacone «v«n more tantativa and subject to 



Tha parsistant U.S. external and fiacal imbalancea . 

Deapite the changaa in tha economic setting over the 
last six Bonths, other features oC the macroeconomic landacape 
main Ruch tha aane. Host notable are the continuing massive 
daficits in our external paynents and internal fiscal accounts. 
ks a nation, we atill are living well beyond our aeana; we 
conaune much more of the world's goods and sarvicea each year 
than we produce. Our current account deficit indicates how much 
sort deeply in debt to the rest of the world we are eliding each 
year. 

Tha consequence of this external inbalance will be a 
ateady expansion in our external debt burden in the years ahead. 
Ho houaehold or business can ei^ect to have an inexhaustible 
credit line with borrowing terms that stay the aane aa its debt 
aounts relative to its wealth and income. Hor can we as a 
nation expect our foreign indebtednesa to grow indefinitely 
[«lative to our servicing capacity without additional induce- 
Mnts to foreigners to acquire dollar assets- -either higher real 
interest retuma, or a cheaper real foreign exchange value for 
■lollar assets, or both. To be sure, such changes in market 
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inc*ntiv«9 Nould hav* a«lf-carr«cting •ff«cts over tiiM in 
reducing th* uibalvic* batwAttc our dossatic spAndiog and incoaa, 
HigtME E«al intarast ratas would curtail doaastic invastaant and 
ottME spending. A lowar caal valua of tha dollar would aafc* 
D.S. gooda and sarvicas ralativaly laaa axpansiva to both U.S. 
and foreign rasidanta, dating ouc apending on i^iorts out of 
U.S. incona and boosting our Alports. 

But ainply sitting back and allowing such a self- 
correction to take place is not a workabla policy altamativa. 
Trying to follow aucb a course could hava severe drawbacka now 
that our econony is operating close to affective capacity and 
potential inflationary pressures are on tha horicon. The tiJM 
is hardly propitious to discouraga investment in needed plant 
and equipawnt, to add further l^nilaee for ia^mrt price hikes oa 
top of the upward tendencies already in the making, or to puah 
our export industries as well as ii^wrt- coveting industries to 
their edacity limits. 

Fortunately, we hava a batter choice for rioting the 
imbalance between domestic spending and income — one over trtiicb 
we have direct control. That is to resume reducing substan- 
tially the still massive federal budget deficit, which r^uins 
the most i^iortant source of diaaaving in our econ^iy. The fall 
in the dollar we have alraac^ experienced over the last few 
years, even allowing for the dollar' a appreciation from the lowi 
reached at the and of laat year, haa set in motion forces that 
should continue to narrow our trade and currant account deficiti 
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in th« yeaca ah««d. Th« associatvd loaa of foir«i9n-£un<tod 
doMaatic InvaatBant ia lilcaly to advaraaly affact ovarall 
investmant unlaaa it can ba raplacad by graatar dowaatic 
investment financad by doaaatic aaving. A sharp contraction in 
tha fadaral deficit appaaxa to b« tha only aasurad sonrca of 
augnantad do»astic nat aaving. Snch a fiacal cutback ahould 
h«lp countar fotuca tandanciaa foe furthae incraaaea in U.S. 
interact ratea and daclinaa in tha dollar, partly by instilling 
confidanca on tha part of intamational invaatora in the raaolva 
of tha United Stataa to addraas ita economic problaaa. 

Fiacal eaatraint in tha years ahead would aaaiat in 
n«king rooa foe the needed diTarsion of aora of our productive 
ceaourcaa to Haating deaanda frt» abroad. Doaestic deaanda will 
tiATa to continue growing aore alowly than our productive capac- 
i-ty, aa aeeaa to have bean the caaa ao far this year, if net 
«zport* are to expand further without resulting in an inflation- 
ary overheating of the econoay. Absent thia fiscal rastraioti 
liigher interest ratea would baooaa the only channel for dai^ing 
doaeatic daaands if they were becoaiitg aacaaaiva. If a renewed 
decline in tha dollar were adding further inflationary atiaulua 
at tha aaaa tiaa, upward preaauras on intareat rates would be 
even aore likely. Tha raatrictiva ii^act would ba fait aost by 
the interest ~sanaitive sectors — hoaabuilding, buainaas fixed 
inveatawnt, and conauaer durables- 

In teras of federal deficit reduction, the schedule 
under the Graaa-Rudaan-Hol lings law is a good baaeline for a 
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■ulti-ycar stratagy, and I trust th« Congress will stick with 
it. But «• should go further, Idsally, w* should b* aiming 
ultiaatsly at a fadaral budget surplus, so that govem—nt 
saving could supplwMnt private doaastic saving in financing 
additional dOBsstic InvestBont, Bistorically, the Dnited States 
was not a low saving, low investing econoay. Frc« the post- 
Civil Nar period thrott^ the 1920a, the United States consis- 
tently saved more as a fraction of GHP than Japan and Genaany, 
and we saved auch aora aa a share of SIP then than w« have since 
the end of World War II, A turnaround in our current doaestic 
saving perfocmanca is essential to a saooth reduction in our 
dependence on foreign saving, and the federal govemMent should 
take the lead. 

It is also apparent that redressing our external im- 
balances Ruat enconpaaa cooperative policies with our trading 
partners. These include both the established industrial powers, 
the newly industrialised economiea, and tha developing coun- 
txiesi whose debt problems must be worked through as part of the 
international adjustatant process. 

This is the atrategy that a.S. fiscal policy as well as 
economic policies abroad should follow in most effectively pro- 
I moting onr shared economic objectives. The strategic role of 
0,S. monetary policy is i^lied by a clear statement of what 
those ultimate objectives are. He should not be satisfied 
unless the U.S. economy is operating at high en^loyment with a 
sust«iaabl« external position and above all stable prices. 
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High e]q>10YBant is conaiat«nt «ith stsadily rising 
nominal Magaa and r««l Nagaa gcowing in lina with productivity 
gains. Sone fcictional unei^loyment will axist in a dynanic 
labor narkat, raflacting tha procass of matching availabla 
workers with availabla joba. But avary effort should be aada 
to ainikiza both jj^wdisents that contribute to atructural 
une«^loy«ent and deviations of real econoaic growth froa the 
econoay's potential that causa cyclical unejiploymant . 

By a sustainable external position, I aa referring to a 
situation in which our foreign indebt«dn«a9 ia not paraistantly 
gcowing faster than our capacity to service it out of national 
Incoaa. Our intametional payaents naad not ba in exact balance 
Ccoa ona year to tha nazt, and the exchange value of tha dollar 
need not ba perfactly atabla, but wide swings in the dollar, and 
booa and bust cycles in our export and i^>ort -coveting indus- 
criea, should be avoided. 

By price stability, I aeao a situation in trtiich house- 
holds and buslnassaa in aaking their saving and inveataant 
decisions can safely ignore tha possibility of sustained, gener- 
alized price incraasaa or dacraasas. Pricas of Individual goods 
and servicaa, of course, would still vary to equilibrate tha 
varioua aarkets in our conpleN national and world econoay, and 
particular price indexes could atill show transitory aoveaenta. 
A saall persistant rise in some of tha indexes would be toler- 
able, given the inadequate adjuataent for trends in quality 
i^rove a ant and the tendency for spending to ahlft toward goods 
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that hava Imcob* r«latively cheap. But assantially the avaraga 
of all pricas would axhibit no tiand ovar tiaa. Prica BovaMents 
in thaaa circumstances Nould caflact ralativa acarcitias of 
goods, and private dacision-nakera could focua thair concaras on 
adjusting pcoductian and consui^ion pattarns appropriately to 
changing individual pricaa, without being laialad by ganeralizad 
inflationary or daflationacy prica ■ovaaanta. 

The strategy for nonatary policy aaada to ba centarad 
on making further progress toward and ultioataly reaching 
stable prices. Price stability is a prerequisite for achieving 
tha BaziBUM economic expansion consistent with a sustainable 
•xtarnal balance at high aaployaent. Price stability reduces 
uncertainty and risk in a critical area of eeonoaic decision- 
making by households and busineasea. In tha process of foster- 
ing price stability, aonetaxy policy also would have to beer 
Much of the burden for countering any pronounced cyclical 
instability in tha econo^, eapecially if fiscal policy is 
fallowing a program for multi-year reductions in tha federal 
budget deficit. Mbile recogniting the self -correcting nature of 1 
some macroeconomic disturbances, monetary policy does have a 
role to play over time in guiding aggregate demand into line 
with the econo^'s potential to produce. This may involve 
providing a counterweight to major, auatainad cyclical 
tendencies in private spending, though we can not ba over- 
confident in our ability to identify auch tendencies and to 
determine exactly the q^ropriate policy response. In this 
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ngard, it a«eRis irartliwbil* for >• to offer joaa tboughts on tha 
approach th« F«deral Res«rv« should tak« in i^lwaenting this 
long«r-term atcatagy for BoiMtBry policy. 
The appropriate tactica for monetary policy . 

For battar or woraa, our econt^y ia anormoualy coaplax, 
the ivlationshipa aaong oaccoaconoauc variables ara i^iarfectly 
understood, and aa a COtiaaquence aconoMic forocaating is an 
uncertain andaavor. Nonethel«33, tha foracaating exarcisa can 
aid policyvakiog by helping to rafina the boundariaa of the 
likely econoaic conaaguancaa of our policy atanca. But fore- 
caats Mill often go aatray to a greater or laaaer degree and 
■onatary policy haa to remain flexible to reapond to unexpected 
devalopaanta . 

A perfectly flexible Monetary policy, however, without 
any guid^oats to atear by, can risk loaing ai^t of the nlti- 
■ate goal of price atability. In tbia connection, the requira- 
»ant under the Huiv>brey-Mawkina Act for the redarel Reaarve to 
announce ita objectives and plans for growth of Mooey and credit 
aggtegatea is a very uaefol device for calibrating prospective 
Monetary policy. The announcaaent of ranges for the Monetary 
aggragates repreaenta a way for the Federal Reaerve to 
coaaninicata ita policy intentiona to the Congreaa and the 
public. And the undisputed long-run relation between Boney 
growth and inflation neana that trend growth rates in the 
Monetary aggregatea provide uaaful checka on the thrust of 
Monetary policy over tiMe. It ia clear to all obaervers that 
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th« BoiMtcry rangva will h«v« to b* brought doMn furth«r in th« 
Cutur« if price stability ia to b* achieved and then maintained. 

But, in a ahorter-run countercyclical contait, aionatary 
aggregates bare draMbacks aa rigid guidaa to monetary policy 
iBpleiMntation. &a I discussed in some detail in my F«bruary 
tflStiaony, financial innovation and deregulation in the 1980s 
have altered the structure of deposits, laaaened the predict- 
ability of the demanda for the aggcegataa, and aade the veloci- 
ties of HI and probably K2 over periods of a year or so more 
sensitive to BoveaMnts in market interest rates . HoveRtenta in 
short-term market rates relative to sluggishly adjusting deposit 
ratas can result in large percentage changes in the opportunity 
costs of holding liquid monetary aasets. Depositor responses 
can induce divergent growth betwe«n money and nominal GHP for a 
time. I might add that it was partly theae cons ids rat ions that 
led the tOMC to retain the wider four percentage point ranges 
for money and credit growth for this year and next . 

Nonetheless, the demonatrated long-run connection of 
money and prices overshadows the problems of interpreting 
ahorter-run swings in money growth. I certainly don't want to 
leave the inpression that the aggregates have little utility in 
inpleBenting monetary policy. They have an important role, and 
it is quite possible that their iiiq>ortance will grow in the 
years ahead. Currently, the FOMC keeps m2 and M3 under careful 
scrutiny, and judges their actual movementa relative to 

I of their appropriate growth at any particular time. 
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In this context, thca* aggr*gat«s are aBong th« indicators 
influencing adjustmenta to tba stauca of policy, both at regular 
FOHC meatinga and betnaan meatiogs, aa ttw FOHC'a directive to 
the Federal Rasarve Bank oC New York' a Trading Desk indicates. 
The FOHC alao regularly nonitors a variety of othac monetary 
aggcegatea. At tiaea in recant yeara, we have intenaively 
examined the propertiea of aeveral alternative weasurea, and 
reported the resulta to the Congress. These weaaurea have 
included HI, Ml -A (Ml leas HON accounts), monetary indexes, and 
■oat recently the monetary baae. 

An analyaia of the monetary base ^peara as an appendix 
to the Board's Bu^brey-HawkiDs report. Thia aggtagste, essen- 
tially the sum of currency and reserves, did not escape the 
sharp velocity declinea of other laoney measurea earlier in the 
19S0a. Its velocity behavior steaned from relatively atcong 
growth in tranaactions depoaita conparad with GNF, idkicb waa 
■urrored in the reaarva component of the base. In this sense, 
soaM of the probleaa plaguing HI also have shown through to the 
base, though in someiAat muted form. Moreover, the three- 
quarters share of currency in the base raises some question 
about the reliability of its link to spending. The high level 
of currency holdings-'--$B25 per nan, woman and child living in 
th« United States — suggests that vest, indatenBinate amounts of 
U.S. currency circulate or are hoarded beyond our borders. 
Indeed, over the last year and one half, currency haa grown 
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noticaabl; fastar than would h«v» b««n «]9«ct»d fr^ ita 
historical calationahipa with D.S. spending and intarest rataa. 

Uthou^ tha Bonetary baa« has axhibitad bomb uaefnl 
pE0p«rti«9 OTQE tha last thraa dacadea as a whole, tha FOMC'a 
viaw ia that ita baharior haa not conaiatantly added to tha 
information providad by tha broadac aggragatea, H2 and H3. Tha 
CoHU,ttaa accordingly haa dacidad not to astabliah a range for 
thia aggregate, although it haa requeated staff to intensify 
research into the ability of varioua aonatary aeaauraa to 
indicate long-run price trends . 

Becauaa the Fedaral Raaecva cannot reliably take its 
cue for ahorter-run operationa aolely froa the aignals being 
given by any or all of tha aonataEY aggragatea, we have little 
alternative but to interpret tbe behavior of a variety of 
econoalc and financial indicators. Tbay can suggest tha likely 
future course of the acon^iy given the current atance of mone- 
tary policy. 

judgaenta about tha balance of varioua riaks to the 
economic outlook need to adapt over tiaa to the ahifting weight 
of incoming evidence; this point is well exemplified so far this 
year, as noted earlier. The Federal Raaerve must be willing to 
adjuat its instruments fairly flexibly aa these judgments 
evolva; we must not hesitate to reverse course occaaionally if 
warranted by new developments. To be sure, we should not 
overraact to every bit of new information, because tha frequent 
observations for a variety of economic statistics are subject to 
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<:an aider able transitory "noia«" . But w* need to be Nilling to 
respond to indicationa of changing underlying economic trends, 
without losing aight of the ultimate policy objectives. 

To the extent that the underlying economic trends are 
judged to be deviating from a path conaiatent with reaching the 
ultimate objectivesi the Federal Reserve would need to sake 
"■id-courae" policy correctiona . Such deviationa from the 
appropriate direction Cor the economy will be inevitable, given 
the delayed and imperfectly predictable nature of the effects of 
previous policy ectiona. Numerous unforeseen forcea not related 
to monetary policy will continue to buffet the economy. The 
limits of monetary policy in short-oin stabilization need to be 
borne in mind. The business cycle csjuiot be repealed, but I 
believe it can be significantly daiqied by appropriate policy 
action. Price atability cannot be dictated by fiat, but govern- 
mental deci a ion -makers con establish the conditions needed to 
approach this goal over the next several years. 
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The Fed does not Interpret its established grouth ranges as 
necessarily implying any particular path (tvet the course ol the 
year. Strictly speaking the growth ranqea apply only to th« 
aggregates for the last quarter of the current year compared to 
the last quarter of the previous year. There is strictly 

"on-target" or "off-target". Nonetheless, it is important to 
convey infornation, during the course of the year en how the 
aggregates are growing, relative to their final growth target 
ranges. These 13-week novinq average graphs convey that 
infornation nore usefully than the typical cones or parallel lines. 
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Section 1: Monetary Policy and the Economic Outlook for 19S8 and 1989 



Tie econoniy couiiued lo opniil r^i- 
idly in tbe tint hilf of I9SS. diipUyiug imiici- 
jive TcailioKe in tbe wdx of bit lUl'i stock 
nuffcet bieiL Especially eocouraging bit tiun 
die fact thai Ote DipHuioa In activity Ifaia yeai hu 
been propelled largely by riaing e^iponi and buii- 
Deu invotment. whkh bodci well foi tbe reilora- 
lioa of iMMer balance in Ibe economy. 



have ciepi bitter. At Ibe same time, tbe civilian 
unemploynKOI rate ba> declined lioce yeai-oid. 
and Ibe average of S-l/Z perctot in tbe lecood 
quarter was flie loweil in oearljr fifteen yean. De- 
spite the lightening of labor markets, wage in- 
creases lo dale have been notably resDained, on 
balance, helping locrailain cost prcaiuica innuny 
seclon. Most meaium of price Loflatioa amorig 
finished goods and services also have ibown little 
if any pkkup. altbou^ basic commodlly prices 
have risen considerably, most recently reflecting 
(he effects of diought on agricullunl marfcets. 
During (he first half of (he year, tbe Fed- 



ward providing monclary and financial 
coaditioaB thai would foster price stability ova 
time, promote sustainable cxonomic growth, and 



ll was recognized that piogrcis lo- 
goals in 198S would mjuire relatively 
lb of domeslic demand, whicb would 



nal "i"""^' <Hi U.S. producers wiAout goienU- 
ing overall niflationary pressures, Consisleal wilh 
continued external adjustinait and wilh ils com- 
mitment (a achieving price stabilily over time. Ibe 
Federal Open Maikel Coauniltee (FOMC) in 
February lowered its 19S8 target growQi ranges 
torM2aDdM3(i>4(i>8 penxnt. 




begun to emerge, 

) tbe widely held 

■clivily would faller afler the 



a rq>id rale in tbe founb quartet of 
I9S7, pmduchig some overbang of s(ocks a( Ibe 
reOD level. Moreover, other in 

slackened. Al Ibe same time, financid markets 
■caned lo be somewhat fragile, ucooditioas had 
Do( yel returned (o normal following tbe plunge in 
Slock prices. The Federal Reserve thus was faced 
wilh (be challeage ol 

■ccouni of (he k 
growth in d< 



rates— helped lift M2 and M3 lo near tbe top of 
tbeir 1988 target ranges and resulted in a modeat 
fall in their velocities (die ratio of nominal GNP 
to tbe money supply) during (he first quarter. 

Given (he riA that economic activity waa weak- 



more rapid growth in money is ippropriale. 

By early ^Ing. bDwever, ate bulk (rf UK 
incoming data indicaled dial busbiess adlviiy 
had. ID faci. lemained robust Additioiial infbnna- 
tion available Ulel m the second quartei cod- 
fiimed Ihe strength of die ecooomy , and higb and 
rising levels of reaourcc utilizatioo pointed to a 
greato' potendal for a build-up of taiflatlaauy 
pleasures. Tbe costs (fallowing inflalim lo rcte- 
tensi^ were aecn as quite high, based on the cape- 
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iNKC of tiK euly 1980*, when Ihe nveml of tbe 
liiflilioil pnlccu led inavoidibly 10 (izible lorau 
in oulput md (o ai cxlmikd paiod of Ugh UDcm- 



Agunit ttaia backdrop, (he Committee 
bghuaed TCMTve coodkiooi •omewbit In I Mria 
of novel begmniof in kle Mitch. Mute) iMerat 
niei n«ponded to Ibe nrength tai (be econamy 
md 10 Ihe FedenI ReMcve'i acUom by movtng 
iqiward. Ova the put fmr moolhi. mod ibot- 
tenn idlsest ntei have increued nound one per- 
cennge point on biUnce. Long-unn nies 
genenUy n>ie nibtOnliiUy Ihrough lue Miy. but 
hive decltaied* lilde on net lince then. Hie betia 
pofoinunce lA (he bond mtrkel recoiQy hu oc- 
CiHRd II 1 dme wlm inveelOT toUimail lowird 

bnoycd by bom nde tmiiilic> and miy ilw 
have reflected fivonUe oiMkel leiponse to the 



we' I ti^enlng k- 
tioni. M2 and M3 continued to apend i^ndly 
Huoogb April, in reipooH to earlier decreaBci in 
inlemt nlei and to a bulge in tianiactiooi bal- 
ance! auociated wilb mnwuQy large individoal 
lax paymenti. Ai the lix-relaled nnge unwound 
and the influence rf Ugber InleFeit talet began to 
be felt, tbe two broad aggicgalea gnw at a re- 
diEcd pace in May and lone, and ended Ibe fml 
half of tbe yeu in the Lfipcr halvei of dieir target 



AI Iti meeting lait month, die Federal 
Open Market Codtmlttee agreed to retain die 4 lo 
8 percent laiget growtti rmgee for M2 and M3. 
ineaitned from the fOivA qoarter of 19ST to tbe 
fourth quarter of 1988. In addition, the Commit- 
tee retained Ok 7 to 1 1 percent moniloring range 
for tbe debt irf domeitk: nonflniiiciat Mclon ipd 
againaet 00 range for Ml. Recognizing die van- 
ability of the lelallcaihip <A Iheae meaiurei lo the 



agreed that operating deciikoi wooM continDe to 
be made not only in iigjit of Oib befaavlar at the 
moaelny aggngalei, but abo with due legacd Ki 

developmeus in tbe economy and firandal mar- 



In the abKDoe of my significant eco- 
nomic and financial diiturbancea. die Committee 
expected growth in MZ to modeiaK over Ote le- 
maindcT of the year, placing tbe aggregate around 
Ibe middle of iti target range at year-end. Growth 
in M3 diia year i> expected lo exceed dial of M2 
but to remain comfortably whhin iu reoge, on Hm 



llilutioni would remain fairly robuH in die nc- 
ond half. The debt of domeMic naafbuncial 
KCton li expected lo lemahi near tbe middle of 
it! monilonng nnge. which would put iU growth 
for tbe year around Ae aioweal annual pace regii- 
leitd in tbe pail decade. 

live bull, IBigci growth range* of 3 10 7 percent 
for M2 and ^-1/2 to 7-1/Z peKcnt for M3. meas- 
ured from tbe fourth quarter of 1988 lo fonBi 
qumei of 1989: tbe monitoring range over the 
same period for domestic debt was >et al 6-1/2 lo 
10-1/Z percent. Although nnceitahi abou how 
strong tbe ccooomy might be over die coming 
year « so, (tie Commitlce recognized that, given 
Ibe cuiTenI high levels of reaomce utilization, it 
was necessary to be particularly aitentive to bifla- 
lionaiy risks. An acceleration of itiflaiion could 
undeimiDc [he suslaiDability of tbe econooiic ex- 
pansion and the inlemationa] competitive posi- 
Ikm of U.S. pfoduceis. The lower ranges 
tentatively adopted for 1989 were believed con^ 
sislenl wilb a monetary policy that would curb 
any tendency for inllalion lo worsen and would 
contribute over linw to the lesioniion c« price fla- 
bility. However, the Comminee alio noted Ihal 






Jlyear 



aubslanlially the rales of money growth needed to 
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foster sa'aCtaory ec 

ind bcyDod, C 

sionil nalm of lu dediioe aid Ihe pouibUHy 

that the ranse* (orl9S9 migbi need (o be ■dfiiawd 

when Ihey ire reviewed ev); •eil ]«ar. 

Tltc Coaunliiec igiin decided DM 10 Ml 
raoge fw Ml . gtveD Ibe thirp twingi in in veioc- 
ily In recenl yarz. muKIng In pan from Ui In- 

Inlerett met ilnce deposJU were deregnliled. bi 
cocuidering nirn>w monetary loeasurei. the 
Conuninee also hu dlscuued wbelher (be monc- 
Ury bne could pliy ■ lueful role in Ibe coodiKl of 
policy, Thii meuure cooqiriia UK oujor mooe- 
Uiy llabiliUes of Ibe FedenI Retore System— 
curreocy in tte bmdi of Ibe puUk and reterva of 
depuiUoty innilDlkmi — and r ep r eien ti. in ■ 
tnue. Ibe "base" of ttae broader moneUiy iggie- 
gales.* Ibe Commlnee dec kled againK eiublisb- 
Ing a range for Ibe noDclaiy baK. became it 
seemed unlikely lo provide a more reliable guide 
for policy Iban the aggicgile« for which langes al- 
ROdy are eslabliibed. Altbougta Ibe bue bas been 
len variable lu lelalioD to ecoitomic activity and 
prices ihan Ml . iti velocity nooelbclesi hai fluc- 
luBled appreciably and rather nnprediclably fnjm 




Icy obJectlveB oi 
real ONP of 2-3/4 to i peneu m I98S. with a 
modeil aiowing of expamiaB b 19S9. Such a 
pace of growth likely would goietalE employ- 
meu gatan sutBcioil to bold Ar civilian im^ 
ploymeol laie clow lo in avenge lecosd-quaneT 
level of3-l/2perceaL Price), as measured by dw 
bi^licil deflalor for ONP. are gentnlly expected 
10 rise 3 (0 3-3/4percaii over EhE four quifteiT of 
t98B, similar lo last year's rale of advance. For 
1989, projeclioru of Ihe inoeaie in Ibe ONP de- 
flator are of come more onceitain. and Ibe ceo- 
tial-lendency range widens to 3 (o 4-1/2 perceol. 
The Admhiinralkin foiecasl for 1988 is 
quite similar to tbe ceooal tendency of forecasu 
of FOMC membeit and nonvottaig presidents. 
For 1989. Ihe AdministraHon Is projecting 
s tro nger growA of real ouipui Ihan indicaled by 
Ihe FOMC fbrecasls. bul its expeclalion for oifla- 
i Is in tbe middle of the range of POMC fore- 



casts. The 

ONP In boOi years is around the upper end of 



* The cbaniclerislica of the ba 
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cenlral-laKleDi:y nu>ge> and i 



1 Ihe liiU 



nomic forccait indtbc FOMC'i nNaenDrniiga 
He bcowlly compuiblc. 

ConiiiUKd bnprovcmail in Uw eilenial 
Itclior is expected la provide Ibe auin impeliu 1o 
U.S. ecoDomic growth ovei the next yeu uid 
hilf. Red expotts of goodi riKjuld renuun on 
■ironf upwDd palb, RflectiDg Ae improved com 
pelilive poillioD of VS. prodDcen. A) die Mm 
time, the gnnib of real impofti ii likely to be re 
sttained, owing M) Ob ligged effect) of dK depre- 
ciaiKra of Uie doUsi through die end of Un 
Tliij continued ihrinkaie of Ote leal Hade d 
ii eipecled to be niffideDl to geoente loai 



dBiug I9( 

hi 



I u>d ■ liiitbei decUiK io I9S9. 
ootrul to die boosi provided by die 



not liie u twiftly u it hu on It 

put year. Even so, wilUi 

pfoved pfofilabilily and hi^iei cipacil]' ittUizi- 

■pending, whidi ihouM coMinue for toane Uine. 
Tliepofomuifccafdicinlereal-Kmilive 



be Influeoced consideisbly by 
die extent lo whkh the fedenl goveiameot is 
competing for aviilible mppliea of credit Ac- 
coidingly, continued flacil reitrainl li eswnllil if 
we lit H> free iq) resouiccl lo Biqiport private in- 
vestmenl. hi thii regud, die budget gununil 
Bgreemenl reached 1ul December was a favn-- 
able firal ilqi, and die Federal Open Market Com- 
mittee memben and othei Reserve Banic 

ssumed that Ihe Dcceaiarj' legis- 



Economic Projecttonatof 1988 and 1989 1 
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mail. TbBt ill dew Dc«d tor tunheriniliattve* llom; boweva, ll li i 

lo duJ vilh the oul-year deficiu. wbicb lenuin lempcmy oMwc of Hiii pi 

diitreuingly large; flnuiclal eveou liter tMi yai ibonld tuve oo ludng effect on overall inf 

mdin 1989coiildl>eiubnaaliiJ)'afFectedby(lK id kng u it dou hM becarae embedded in 

in the fiscal uaa. treoda. 



Allhoogh [ttlle clunge ii eipected in the 
iwenOI pKe of ioflatkn Otis year, u comparsi Por 1989, (be POMC centnl-leodeDcy 

with 1987. the jouree. Of acWil and potential range lot the QNP deflator wkienioo the upper 
price preisuie appear (o have changed, to 1987, a end, niggeuing die posnbil^ of a pickqi in in- 
lebound in oil prices wHj a major factor boosting flatioo from the p«ce ihii year. However, diia ^ 
tbe general price level: aisuming that woiid oil Parent acceleiation ot price* largely reflecta the 
prices remain faiily stable, domeadc energy 
prices sbouk) not be a significant inflationary 
force in 1988-89. Labor markelt have Ugblaied 
couidcnUy tince but yeu. however, and moat tfiedeflatottoriaeatlesilhana l-i/2peiceiilBii- 
measurea of wage and compentatioa ralea bave aual lale dmlng that quarter; these shifts are do> 
Tinned. Although IbeoveraDrateofindustriaIca- enpecled to be so noticeable m coming qaalen. 
ptcity iililizJUitHi ■> not high by historical atan- The view that ioflaliao neil year will wN differ 
dards, [riatils are being used voy imaisively in slgaificimly from the pace anliclpaledovet the fi- 
tome malaialt-ptoiJiicing MCton; sharply rising nal three quarter* of 1988 reflects lb 
materials prices have raised costs for nianufaclur- 
cn genenlly. Food prices also have been ■ leu 
favorable elemenl in tbe infladon picture re- 
cently, and are likely lo eiperia>ee aome further 
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Sactlon2: ThsPerformancvof the Economy During the First Half OI198S 



TIk economy contmued (o expuid 
brisUr in [he firW pKl of 198B. Aclivily wu 
baosUd by Hnngtta in cqittil ipcDdiiig and 
growlb in foicign demand fM U.S. goodi. The 
rile in ovenlloutpul during ibe Rnt ka moathi of 
Ihii year nqipofted (he iddilioa of tAout 1-3/4 
millioa jobs to Doafum piyioUs, md Bie civilim 
idiempkiyniatt nte, whicb had trended down 
UDOugboM I9S7. dropped lomewlul fiDtba 
lince Ibe beginnbig ofilie year lo an average level 
(rf 5-1/2 percent ia One lecooi q/aiut. 



ciM toward idditimal inflation have been 
limlled. Prices of nutetiili and compooeiMi have 
risen diuply. bul (or finished goodi there ire 
only hims of price acceleralioo ouuide the food 
seclot. Wages, m dte wbole, have contiiiued to be 
fairly well behaved, suggesting a recognition on 
the puu of labor and managenienl of Ibe need lo 



combination of a lower do 



i. extonal positim. Ttie 



The conliimed 
ing has beeo one of the most notable economic 
developmenu diii year. During tlie Gisl five 
moDlhs of 1988, industrial production expanded 
■I nearly a 4 penxnt annual rale, and Q>e rate of 
capacity uliliialion for total manubctuiing roie 
1/2 percentage point between December and May 
to jiul over 83 pscolt. Uie highest level during 
the 19S0i. Owing to these advances in produc- 
tkn. mannfacttircn have eobaifced on substantial 
programs lo invest in pUm and equipment, pacing 
an economy-wide pickiq) In tbe rale of capital 
(pending, lite better balance of eipansioa also 
has been visible in agriculluie. aUbough the up- 



around in leal net exports. Thai process alto bu 
been aided by stronger economic growth in other 
large industrial cc 



Hie ExfcnutI Sector 

Afler having trended down for neariy 
three yean, the dollar has appreciated subalan- 
tially thus far tai 1988 agahM most major foreign 
anrcDcies. The doUit rose dui^y al the begin- 
ning of the yev, nspouing in pan K cooidinaled 
central bank intervention. In recent months, senti- 
ment toward die dollar bu been inqiroved by the 
release of benei'lhan-expecled bade repMU and 
Ibe finning actions of the Federal Reserve. 

The U.S. meichaiidise trade deRdt for 
the fint quaner was $144 bUlioo al a leuonally 
adjusted annual rale. lubstantially below the fig- 
ures for the fourth quarter and for 1987 as a 
whole. In April, die trade deficit nanowed fuT' 



ther. Exports have coolinied lo expand rapidly, 
while import growth has slowed coniidcfaMy. 
Tlie strong pvwth of exports chi be anrihUed 
primarily to die taicreased price competitiveness 
of U.S. goods, which Teneds Ae decline of die 
dollar in recent yean and die tight control over 
pioduclion costs exercised by domestic fims. 
Tliis gniwdi of expons continues K> be broadly 
based, awl fMeign ulet have been pvticularly 
almig for industiial machinery and for compul- 
ing equipment On die import tide, die volume of 
purchases rose less than I percent in die tint quar- 
ter arid apparently declined in April. Imports of 
coosumei goods excluding auios were essentially 
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EcoQomic expamirai abroad hu mnlbi- 
ued Hi ■ modeitlc pm, on baUacc, so far (hit 
yai, providmg lome nqipon (or an improved 
U.S. Dade posltkn. Activity iDcrewcd iluiply in 
the nufor fonign iDduilrul comliiu in cariy 
198S. whik growth in Ok mulki industrial na- 
(iofu lemaioed subdued, b the newly industrial- 



1 expand rapidly. In contrut, growth 
slowed in LaliB America, pdmarily due 10 a sbaip 
deceleiation of aciivily in Brazil. In tlK OPEC 
countries, activity appears 10 luive stabilized in 
19S8, alter a decline in 1987, as bigba volimes 
of oil exports have offset ibe effects on goven- 
ment revenuea of a illghl softoilng in prices. 
Tbe Household Sector 

Coosumer spending showed some vigor 
in early 19SS, alter declining in the fonrftquina 
of last year. Real outlays increased at a 3-3/4 pa- 
ccnl annual rate in die rnst quarter, as purcbaaes 
of motor vdiicles bounced back with the expan- 
tion of mann&ctmn' incentive piognms. out- 
lays for otba durable goods wse ilmng, and 
expendilure) on Krvicei conlinued 10 post appre- 
ciable gains. Data for ^Mil and May suggest, 
however, thai Ibe growth of cniaumer ipoiding 
slowed from Ibe rapid first-quarter rale. 

The buoyancy of consumer spending 
early Ihis year can be traced to robust iKome 
growth. Real (tispoiable penoDal income rose at a 
3 percent annual rale, m average, during the 
lOurth quarter of 1987 and Ibe iirai quarter of 
1988. subilantially above Itae 2 percciu rate 
posted for 1987 as a whole. However, disposable 



pcREDtage point above die average level during 
the first diTM quatten of 19S7. While moM 
: direct loss of wi 




■My in the second quarter, as a 1 



1 alowi 



employmeni gains. 

Although the pace of consumer spending 
Ihus far this year has been stronger llian many ex- 
pected, the stock maftei break probably did exert 
some resnaining effect, lliis is evident ia Ibe per- 
sonal saving rale, which has averaged 4-1/2 per- 
cent for Ibe seven months after October — one 



through May, almost 9percent below Ibe 1987 to- 
tal. In the multifamily sector, building declined 
baa Uk afacady dqiressed 1987 level. Starts in 
Uiii sector have been falling since Ibe end of 
1 985, as near-iecocd vacancy rues and changes in 
die tax laws bave reduced the incentive Id build 
new uniti. hi Ok single-family secttx, building 
has fhiclualed from moMb lo month, influenced 

wealber; on balance, die avenge level of starts 
dtrough May was mu^y 6 pcrcoU below Ibe 
1987 pKe. 
The Buiaess Sector 

sharply in Ihe first quans of 1988, Owing to a 
large increase in purchases of equipment In re- 
cem mcotha, sptoding ^tpears to have remained 
near die high finl-quarter level Surveys of capi- 
ta] spending plans, taken this spring, point 10 ap- 
preciable growth in investment outlays over the 
secondhalf of I9S8. 

Real outlays tor conqwliiig equipfnem 
jumped at more Iban a 90 percent annual rate in 
Uk first quarter, but fell bat^considenbly in sub- 
sequent months. Smoothing dirougta this volatil- 
ity, it appears dul demand fee such equipment has 
emerged fana the lull that prevailed during 1 986 
and UKfksl half of 1987. when excess computing 
capacity—as well as cooceins about die useful' 
nesa of available software — limited pircbases. 
Outlays Ux oOa type* of equifoient also bave 
been moog. on balance, since Ibe mm of die year, 
largely reflecting die buoyancy of overall eco- 
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duitiiei, cquiinKiil invcatanenta 
inclive way itf lanoviitg I 
achieving ■ relatively rapid insf 
fective capacily. 



ly. « Ihe miTtmiim ua nle od coiponte 
wu rednced from 40 (o 34 percenl. ■ 
monlta'«r ftT**™ clttiigenuoiIilHlbyUieTuiRefanoAcloflMe. 
Ibe lu-ien put of Ihli Owinglolheilnmggrowttiofprofili.theinlenuJ 
'-"h low itf nonfiiuiicial corpontKHu hu in- 



hmg of vacuit ipice. In addilion, oil mi gn 

(bilUng. wldcb wu up more thm 20 percent in 

I98T, hu ctttoged liiUe giiKc lul &n. owing in '^N Govcrnmenf Sector 

luge put lo (be general wetknesa ofpentrienm in nti tenni. federal 

pticei over diii period. li>diuliialcoD>tnKtkn,m cbueaofgoodinidaavicei-^whiclitdddii 

conlnn, hu liKn bri*ly in rewnl Doothi. u QNP md account for about ooe-tUrd of 

Nonetbeleii.even ben. tbepktnreii cloudy. Al- federal cxpeoditiirei—fctl during tbe flnt qi 

though capacity utiUzationiihi^inaBumbeiof and qipMr to hive remaiiied reliHvdy we 

aecioi3. munifacRiien a^mnOy reninn can- recent moodu. lUi dropoff reflect! die wit 



menu involved in buUdiog new pianls, and new granu.re*tninloodoiiieslicdi«crelionary ^>eiid- 

conliu:U for induilrialcoaniactionacnBtty have ing, and net rediarlion in tana inventories bcM 

trended down lincc the begnuungirflhe yen. af- by Ihe Connnodily Credit CorptntiOL However, 

to riling in 1987. oa , budget baiii. total oulUyi have been grow- 

_ big rapidh'. owing lo continued increaau In to- 

TTie puce of buiineu hivcotory rnvcM- «„_IL-. ___ j__..j. „ h .i, :,„_„. 

' tawmettt, greater demand) on depocil mnuance 

meat moderated •omewbat durmg Ihe firM four ^^^ ^ hiciearing net intereat payments. 

manib>o(I988.reducmglbecaKanab<Ma- ^ ^^ *^' 

cenive Mocki IbM bad uiies earlier Ibit yow. Meanwhile, growth of federal govem- 

Thia coDcem had fdcuaed on die retail Mclor. ■™' ''™™ "^ "towed compared with the 

where invcnioriea at anto dealcn and at cotain ^™P increaae in FYI9B7. Although tax recdpla 

outlen for noDdnble good) (primarily gemal "«"« t"" t"*'^ i^ by die robuH gaim bl m- 

merchandiie and appuel itorei) vpe>ed hi^ anu »ai bym iaetttu in Om p»yioU Ua nit, 

relative to lalei at yew-did. By cMting produc- *" ^V*^ *"•!>«>» » "™»" hu been tem- 

tion earJy in the year and (rffering a variety of penal by die final reductkmj hi bicome tax ralea 

tales inctnlivet antanakcn have been aUe to *"'" ""^ refbniu enacted in 1986. In cootraat to 

btbig their inveiiu>iie)inKibenaalig«nenI with in effect! tUs year, tax rdbini had provided a 

tales- bi contrast, mvenloty-twalei ratica for «ib!tai«ialboontorevenuesinFY1987.0nbal- 

DOoduraUeretaU goods coDthme to hover at lev. ance. Hi. quileposiible (hat the budget deflLilthi, 

da that ue high by hiilotical stuidudt. At be )*« <rtU exceed the $150 biUko shortfall re- 

maruAcnaing level, inventory posbiao! dnngh cwded laM year, 
Maya) 
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■Dcc fuDda) b*vc beat In dtfidl for Ac pan year 
and a half. In tbc Gnt quancr of 1988, llm com- 
bined defidl iloDd at $9 biUtoo, nmilar lo the 
aiMitfall recnded during 19S7. Mmy tUH kave 
acted lo cwb thii fiacal eroiko, uiing acombma- 
tkn of lax hikei — prinurilj' salea and eiciae 

real ipending iktwed cooaidecaUy m the fim 
quarter, reflecting a tbuf decnaae in cooitnic- 
(kn outlays. Tbii wai die diird web decline in Ibe 
put four quulaa, and lUi downtrend in COD- 



expaod and upgrade Ibe banc infrailruc- 



LaborMwketo 



dfOpped bade to relatively low ievela and tbe ane- 
mic employmenl gaina for lanuaiy were nvised 
■qi lubalamially. Moreover, lince January, non- 
fann payroll employmeol hai advancol more 
dun 300.000 al a moalhly rate, lomewbat above 
UK avenge increaae in 1987. Allbough tbe gains 



monthly UKrease of about 30,000 joba Ihua far 
Oils year, with tbe largeal advancea in Ibe macbin- 
ery and metali induauies. 

Tbe comHnatlaD of sdong gaina in on- 
ployment and ilower growth of tbe labor force 
over Ibe Ant half of 1988 lowered Ibe civilian 
Jobleia rale K>5.i percent inlune from S.8 peiceiil 



al Ibe Old of lait yeai. Jobkjs lalei fell for a broad 
apectram of demogi^riiic gnxpz ova Uie firsi 
balf of die year, and Ifae lane rale of laienipioy- 
meol repreacola die loweil moalhly figore lince 
mid-1974. Tlie ime level, bowever. may be aili- 
Scialiy low. owing lo the diOiculIy of adjuiling 
for leaaonal awingt in employment at Ihe cod of 
Ibe Khool year. 

Aa the unemptoymeot rale dropped Uat 



ig for aeveral year* — levekd oul. In Ibe 
early pail Of thia year, diere were some signa of aD 
n. Hourly cc 



vanced oeariy 4 penult belween Ihe first quarter 
of 19ST and die flnl qnaner of Uus year, about 3/4 
poccinage point more dian In the ptevkna 
12-moiidi period, Allboogh thia pickup was re- 




have led K> a finning in labor d( 

when pay gatna m manufacniring lagged far be- 
hind Unse in the •ovice.froducing kcIdt. 

Since 1980, oulpa per bout in Ibe noD- 
fium business sector has risen at an average 1-1/3 
percent anmai rale. Allhongh ttiii lale is aooie- 
wbalabovedKalnggishpace of the 19709. lire- 
mains lai below die ailvancea registerci] earlier In 
die postwar period. In 
m mannfaclwing bav 
yaus. The liRI-<]Dailer rise in factory output per 
liour was nearly 3 percent al an anooal rate, in line 
wiih Ibe average increase regialered dialng 1986 
and 1987: these prodiEiivlty advaiKes have coD- 
linued to bold down unit labor costs, whkb fell 
1/2 perceni over the year ended In tbe firat quarter 
of 1988. 
Price 
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lagt"^ effect* Of the 




the comnct price ftv We«t Tcmi in 

(ltiebaicfaiiuitGnHkoitallKUiliMSl>ik3)fell percenl pKC lEgiinnd Utlyeu. Price n 
fromaboutSl&^bndtaDeconbalodHM tove been e^peciiUy luge for malerials ined by 
$16 ptt tniel in hfaidL Refleclmf Ibete devd- prodocen (* ™a!i, cbcmkaU. ptper, ind plai- 
opmedll. mill ivkei for iMtrtiiiefeaconidet- lie. where otil(wlh«beeint™ig«e.pKiljulUi. 
Mykifliefirnquaner.DniiiiMHdiudApriL ™ikio me* Wgh. 

pricea foi cnide oil drifted iq> and. in requBC, Tbe upwad movemenl of tnlennediaK 

MnnBDCT eoetgy pricei rebooded hi April tnd goodi pricei reUlive lO finished (oodi pricei al 
Miy. Moic ncenUy. however, crude oil pricet ibe pmdiKa level bti been quite lubsianiul. Al- 
tuve receded agiin, u 0^2C'> June meeliiif id- though divergeDcet in (he Iwo lerie). such u the 
jouniedwilboutaiagreenKalanpnAictioaciiu. one duit h» uiten over the put yeu. are not ud- 
precedenled, dispniliei typically have not per- 
iJMed for long. Hittorical evidence indicilei that 
hi^m maieriali cons, on avenge, pni through 
iMber tpnckly into flnisbed goodi prices. In the 
recent period, die effect of Ihc sharp rise hi mate- 
lials pticei may b»e been cushiooed by re 



In the agricultural Kctn, tighter crop in 



faim-level pficei eiriy in 1988. In addition, pricei 
for giaini aid loybeani ncsilly have lurgcd in 
conunodity market!, owing to Otc (ktMigU id nu- 

coat malaiali. Nonelbelesi, pait experience sug- 

Exchidtaig food anl energy, pricei at Oie geita thai, even if Uioe may not be a ligniHcant 

conaumci level itwe al about a 4-3/4 peicoit an- delayed pui-lhrough in coming nunlhs. the riikt 

Bual rate duingihefinl five moplhiirfdiii year. ofanaccelcntioa tnfiniihedgoodtpiicea would 

e inflatioa haa renuiaed >,< Uiia be cooiideiable if Ibe preuurei oo materials 



RlUively Ugh ate partly becmae of raatLvvd price* do not ea 



Digitized byGOOgIC 



- 


1 


r-1 


1 


r-i 


,n, 


1 



|~~|s«vlH« Lkh Eiwrm- 
^CommoiSllM Lm> Food 



11 



K Mm* lorlntamMdM* M 





H2 


-] 


n n 






1 1 1 1 1 



1M9 1«W 



Digitized byGOOgIC 



TticPtaatiO\ 
lougtu moDcury and fi 
promMe price itabiliq' over lime, n^iport lu 
tble ecoDomic growih, and ct 
pfovcd panam of bucnuliooal tr 
lUa end, Uw Commiiuc al iu Fetanuy meeting 
eiubliitaed urgel langes. raeuuml n growlb 
rates fnm Ihe (biulh quaner of 1987 to Ae fourfli 
quarter cf 1988, or4loSpen:e[il Kir bod) M2 Hid 
' M3.llalsoietamaiilK>riligno(eof71(illiH- 
cenr for tbe giowUi of domeMk noofiiuDcUl debt 
and cboK, once again, not to n^nlate a mige for 
Ml giowliL TtK 1988 vgel nngei fof M2 and 
M3 icfxcMoled reductkoi &om lail year'i 
range) of 5-1/3 lo 8-1/3 pcTCcnl for bo(b aggre- 
giles and tenilled b a knrering erf tbe midpouu of 
die niget raagetby one (nn perceouge point 

In wkkntng Die mgct rangei for M2 and 
M3. die Comminee cited aie high degree of vari- 
ability in Ibe reliuiofuhip between money and ag- 
gregate deniand Oial had appeared in recent yean. 
Al a rcMll of Oiis devekipincni. vbiKb xemnied 
Itfgety fiow an tKna«ed louitivity of money 
growth 10 intereal rale changea. It wai felt diat a 
wider range of monetary growth lalea could be 
compalibk wiUi lalilfaclory ouKoniei for die 
economy. Al llie lime erf die February FOMC 
meeling. broader rangei wemed particidariy tp- 
pTDpriaie in lighi of Ibe iincenain ouilool: for 
■pending. Mote specifically, tbe evenlual effccu 
on domeitic demand of ibe October itock maifcel 
plnoge and Itw subaequenl dmp in inleien niea 
remained unclear. Ml bad become even more in- 
leieit Kntitive. and il had varied mere widely 
relalive to GNP dian bad the bioad aggicgalea. 
thiu making il even PHnc dilTicull to iueqirel: 



would akm m 1988, 
II bonowing. Nonelbe- 

icdebrwai 

CMC for Ihe mooMary aggragaluf. coniidenUe 
imctntinly nrniimded die proapecu for debt 
growth, leadtatg die Commltlee to widen die 




during Jamary and February, whicb. in ccojunc- 
lian widi lale decUnei dial followed ibe itock 
maikeldrop m (Xtober.conliibuled Ki a piclcap in 



Ai iofcnnation luggeiting greater eco- 
aomic Mmglb and an incieaaed potential for a 
build-iq> of inllatioaaiy preinircs became avail- 



M2andM3ru 



itepa. lo llghlea move preisurei. Owing (d ihe 
force of credit demandi and tbe Fedcnl ReKrve'a 
leuaccommodilive pomire. inureit niei roac on 
balance over iboae mootfai. Late tai tbe tecond 
quartet, growth in the aggregate! moderated, 
leaving bolb well widiin tbeir target range* as die 
fim haU of 1988 ended. 
Betuvior of Money and Credit 



<»hii«iiing a target range for lUa aggregate. 



primarily to Ibe lagged lei 
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loul niea reUlive lo depoail nm ihit occuned 
in lue I9S7 lad euly 1988. M Ibe Mcoud quutcr 
o( 1988, bowcvet, ibe "oppotdmiry coal" of hold- 
iog M2 revened in downwird nod. ind growlta 
in MZ iDodented lowvd Ac end oT tbe period. 
Abo caHributlng to Uk May-Jimc ilowdown 
wu Ibe niaofl al in mumully Urge. Ux-reUled 
build-19 of tmmcliaaa tnlancei dm influcd 
totb MI aod M2 in fifnl. On balance, M2 veloc- 
ily 1> etIiaialBd lo have declinal slifhtly Over Ibe 
fini half ol die yeai. in cotttait to iu upwanl 

dK oppommity coil of M2 wen geaenSy in- 



A Bimba of Ibe compomin Of M2 con- 

DJbuied 10 itg Hnsgibiibif In dtc fini bidf of 
year, Afler decllmng neidily ova die Ian balf of 
1987. liquid reUil depoaili — Ibe Pim of odiei 
cbeckible d^KMili, Bavingi depoaiu, and money 
market depotlt accoiBI»— leglMend a aoHd gain 
ovei die fEit balf of 1988, ai reducliofu in nuAtt 
»l with the 



ingi by nvingi and kiaii fhiBi 
Loan Bank), which are not in 
dropped oB Ibatply con^iucd wi 



L1987, 



creaK Ibeii lelalive Mtncbveaera. Orowlh is 
iraall time deporiii alio «u paniciilariy Mmag. 
M wai dial in liC-type money inarlcel mumal 
fund aijeu early in die year. FaHng nurkel inlH- 



MI grew at a 3 percent rale daring die 
tint half of Ok year, wfaidi alttioa^ below ibe 
6- 1/4 percenl rate for an irf 1 987, wa> higher Ihu 
in growth hi die aecood half of lail year. The slug- 
gidi growth of MI, eq)edaliy ta compviaon to 
Out of M2 and M3, owed eatirely to weabKn in 
dtmand depokti, which have beoi declining ova 
the pail year and me-htf . In conliafl. growDi in 



buiL 



8-1/2 perccH rile fram Ae fourth quarter of 19S7 
10 June, accordbig w eatlMalei baaed on partial 
data. EMHgrowdi in the fint half represented a 
itowdomi from lail year') 9-1/Z petceol tale and 
a wbUanHal dediw &an ttie 13-1/4 pocentnte 
of caqiansioBfa] 198S and 1986. NoneOekU.ddit 
coodnued to grow batei duH oomtaal ONP. Re- 
Hectmg Ibe effect) of amaUer federal defictu dur- 
mg die calendar year, giowtb tat fedoal debt 
ilowed beat laH year't p«e iwl nmiiied al ■ 
rale well below dut recorded over moal of the 
I9S0>. NorfcdenI debt alio expoded at a lome- 
whal ilower rale, ai the growth itf ibe deU of 
hooiclioldl and Male and local goverBmom de- 



higher uaet giowtb. Riling market raiea of inter- 
est and Ibe ^parcel uie irf money Imid) to pay 
ly slowed their growth 



M3 growOl increawd in die ffait half of 
198S to a T penml rate, fbllowinga 3- 1/2 pDCori 
incRlle in 1987. Credit expansion al banks and 
ttnft inililuliooi, which heavily inOuencei Ibe 
overall behavior of M3. remained at roughly the 
same pace ai Ian year, but it wai financed to a 
greater exttnl over dK Inst half of the year by 11- 
abililies included in M3. In particular, inflows to 
banfct liom Ibeir foreign branches and bonow- 



imgexpt 
IL Buiii 



In^liMinlnlliiii of MoMtar; Pi^y 

1b conducling mooeUiy policy. Ibe Fed- 
eral Reserve directed in operations during the 
fint three mondu of 19S8 *l ddx 

had ptevailo] lince die October Rock iMIfcelCiri- 
Upie. Ttaereifkr, ibe System moved in levenl 
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Tte tMtj nmoaiM al 1988 wen mMked 
by widefpRad CDOCBti Oial Ok eccnoaik uqMD- 
tioo mighi be faltering, D>M nillaUc id ImuMiy 
■Dd Febnisy poiaud lowmd i weakening ia do- 
mntic fuul demuid, u evidenced by * udmin- 
Uil buitd-up or iDvealoiies in the fourth qiunci of 
I9ST ind mnK lofieiiing ld labor mailcet diu. Al 
Ibe tame time. mflBtioauy pmnim aodexpecla- 
lioai appeared to have ''<"■!"■''>"' loineirtiBt, and 
after ccming uada prcnmc In lUe Decembo', Oie 
dollar tint icbDanded and dwn itabilized agalnit 
nKxl majoc cuneDciet. 

In tlKK ciicomi 
moved in late Jamiaiy lo eaae iHgbtly IhcpRWure 
on bank reicTve pontkoi, TIk proviiioo of noa- 
boirowed leaervea ihiDiigh opoi nunket open- 
lltaa wai increased, the level of diacount window 
bonowiog decUoed. and (kc federal fimda rate 



Icreil rata came lo aa end in lale rttrr y aod 
early Maidh wbeo ■~"—"'"b infoimatiao indi- 
caled ihM die ecooomy wai cooiidciaMy nrongei 
than it wai earlier ttKnghl lo be, ind in li^ of 
emerging preiaora on induilrial capacity ai 



mooelaty policy begin in Ule Min± lo beccoie 
leaa accooimodative. The renninl in policy wu 
aimed al modendng potential inflafionaiy pre>- 



bnen on balance, de^iile fintba' tncr eaiM il 
ihott-term inlenat ralei. Hie resulting narrowing 
of the qaead belweca long- and shcrt-lenn rata 
apparoilly reflect! pome leawoing of coDcenu 
aboul inflation, broogbl about in pan by ihe 
finncr monetary pdicy. Long-term yieldi alao 
have benefited recenUy bom die upwanl move- 
mcot of the dollar ag 
aa Ibe tnde balance baa c( 

enlly hai encouraged ki 




In die aflennalb of the IM 
lail Oclobei^, the Comn 
lem'i procedurei by placing greata emphaiii on 
money market coodiUoni and leai on bank re- 
nt day-lo-day open 



in inflation ap- already 




cilitate a shift of 
Ai infonnatiOD pointing lo aubalanlial economic 
ilrengUi became available m April and May, and 
with the mODMny aggregates growing at rale* 
near the upper eod of their target tangea , the Com- 
millee moved again lo apply ilighlly gicalei ptca- 
■nre on reKtve poiitioni. Reflecting bodi dw 



lale May. however. loog-term in 



^ higher. SiK 



Ai maiketa exhibited aigna (rf increaaed 
itabilily Ihii year, die Commiuee reqMnded by 
gradually (dacing grealer emjAasii on teserve pO' 
litions in conducting System operalionj, allowing 
money marfccti lo respood m 



back 10 the pte-Oclober qiproach was completed 

inOe spring. 

Other nnBndal DcTdopiDcnti 

TIk coUapae of eqnily [lice* lasi October 
beigfaHoed pBUic concenM abODl die wdalBily of 
■lock pricea and the flagilily of financial inalilu- 
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(ovoniiMsul >|<iiciM. mj fte Kctsilki iodu*- 
Dy. Recommaidaliaai fnm Oieie troupi uil 
frODi ■ foUow-op Prendcobil working group fo- 
ctocd on wayi lo Bvoid eiceuivc Mock price 
voluUilj ind lo ilraiglhai liw ability ol muteu 
iDd relMcd lyilemt todeil widi iufc piice move- 
meau. Progresi hai beca made in diii regard, 
with itepi hiving been mken by motet panici- 
panu loaddreu tome of Ibc probteau revealed by 
die nmkei break in clearing and KKlonait lyi- 



nUe niding taaiii triggered by emenie price 
moves and to incnglhea ciqnial poutiooi of ipe- 
cialiils and odia markel maken. 



ly cf future 

mgulalory adioa id liiii qAere. ii ii nouwonby 
liiat die Mock maitet break bu DM been IbUowed 
by any major iflerabocki. In part, diii rellecu the 
baiic KiiUcnce In thli period of die ecooomy and 

eral adequacy of the cuntnl tegiilalory frame- 
work and monetuy policy inMimbom in 
cmhioning financial diilurbancei. lo dial tbey do 
not spread lo Hk economy ai a whole. Tbui. while 
die addilioiul )lepi iniliMed by private enliliea lo 
Mrenglben niaAet mechaniinu censinly are de- 
Mrable. a m^ior extenaioa of die govcrmnenial 
regidalory appuatni doei not leem neceisuy. 

The banking industiy also has been Ihe 
uibject of coiulderable concern, arising from in 
well-publicized diRiculliei witb energy, agricul- 
tural, real olale. and developing counliy loans. 
Tbese proHeBU have beai highlighied by die 
many bank closing! and die rescue by bmk regu- 
lilon of several large banks. As a resull of large 
banks cbooiing lo make sizable increases in loan 
loss reserves, profits reported by the banking in- 
dustry as a whole in 1987 were down nearly 80 
perceni from 1986. Despite tbese difCicullies, 
some brigbl spoil emerged laM year, especially 
Ibe improved perfinmance t^ agrlcullural banks. 



cial banking syMem hM ccalinaed 10 
clal role as a povidei of crtdb w di 

The saving! and toan indDstry c( 



^ die majority 



prt>fit^e. the indostry ai a wbole reported eiKlr- 
mou! losses in 19B7 and in Ihe Brtt quafla o( 
l9BS.Rou^ilyoae-rixthoflbelnsdtm>ocBareiD- 
solvenl when evahialed in accordance wib gener- 
ally accepted accounting principlet. and Ibeir 
aggregate lossei increaaed in 1 987 and in die ru^ 
quailB of 1988. Tbe prospect! for Ihe recovery of 
die insotveiM initinitions are not bright, implymg 
diat die Federal Savmgs and Loan Insurance Cor- 
poralioo (FSLIC) will be required eittier W liqui- 
date them or W assiM id Aeir absmplioii by 

The deterioralion of Ok Mvinp and 
loans industry has affected die financial coodilioa 
of FSLIC. whoac net wiadi became mon decrdy 
negative in 1987. Congress approved a plan laM 
year pnniding nearly Sll billion lo recapitalize 
FSUC. This action has helped FSLIC liquidate 
several large and eqiecially troubled savings and 



Ibe difriculties of many individual de- 
pository instiiuiions have been associated, in 
moM cases, witb specific types of loatu or certain 
regions and countries. However, concerns have 
been expiEssed more generally about Ibe finan- 
cial healih of households and busiiiessea — espe- 
cially about die ability al these scctois to lervice 
dieir debts if interest rales were lo rise sharply ot 
10 weaken significantly. 



this period <tfni 



le industry, die cc 



Widi regard to households, die rapid 
growdi of Ibeir debt during the current economic 
expansion has oiMMripped that of disposable in- 
come. The ratio of household sector indekednesa 
lo income is at an all-time high (as may be seen in 
Ibe accompnying chart). Recent infonnalion 
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■IM abowa ■ tiling level of perKXulbsnknipKiei ai a whole. A dcnunum in eunings would plK« 

ind 1 reluively high level of tlelinqueDciei on lerioui <MH->erviciiig ilniiD on nuny inlividiul 

caUin types of connmiet loam. finns. In iddiiian, heavy leliince DO flouiiig-rale 

Although lb»e Oev«IOF««.>. .ugge.. '"" "^ "™''*™ *^ '*lil!«i"" »« '"^ 

lb.1 debt buideoi may be difRcul. for «x« de«d many firaia vutoenble to a ognificanl rile 

bouiehold. lo manage, other evidence indicates " ^>^-^E "««. In reflection of this .itualion. 

dol met bouKholdi are able to meet Oieir deb. 1o«»P«Ung' "^ co^K^ debt have co«m»d 

ofaligalioni rearaubly welL TV t™d toward '" '""^ WP'^i^ by a large margm. 
toogetrepaymenlKheiJuleihai held down debt- p^, ,^^j ^ ^^^ l,^ .j,,^ ^ „. 

service paymenti. The tocreawd u» of Hljuit- ,ume ihew greater fnuncial wtpoMrw were it not 

able-rale monga«et lui made die rinancial for recepcive aOinite amoiig lender. aiKl equity 

posilloni of many boiuebokU more vutoerable lo j^^^un. Compaota engaging in reilrucluringa 

increaiei in inlereit ralei: however. K the jame am b»yr: involved the addition of maisive 

time. depo>ildaegulalioah»meam that bou». Mn„au,ofdebltollieirbdanceiheel.havebe<n 
bald inleieat income is more re^xmive tc 



for the K 



e abaence at ai 



whole, auetihrre risen more rapidly than <tebl. ^p,,^ ,,„^ ^ ^gg^ -^ 
implying increaaes in boosebold net worth. In- ^„^ ■■debVequity- measure shown in Ihe lower 
panel of the chart . Moreover, lendera arc exactmg 



families with coniumer debt have substantial 



lelalively small riak premiums on debt obliga- 



amountaofrmancialaiaelslhalcouldbetappedto uoo, incuned by firm., a, reflected, for « 
meet debt-service obUgationi in tte event that m- ^ ^^ ^^^^^ ^„^ j^,^ ^ bi^-grade co.- 
eomes proved to be inadequate. porate bond, and IVeaniy «curilie, oc even 

Like hoinehDidl. bulineHes have added those for beloW'invcMmoit grade "Jook" bonili. 
greatly 10 Ibeir indebtedneaa in recent years. Nonetheleai. oa financial history provides nu- 
Maoy companies have dramatically increased merous renunden of the fragility of this type of 
their leverage Arough deH-finaiKed merger, situation: last fall, for eun^le. when confldence 
buyout, and Share retirement activity. Reflecting was jolted by dw stock market break, yield 
heavier debt loads, thebite that interest payments spreads widened dnmalically. and the availabil- 
ity of new credit to riakiet borrowen wu ihari^ 
curtailed. 
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Appendix: Tho Monotary Base 



In ncenl ycin, Ibe DKnetuy buc hu re- 
ceived incrcaaisd Mtention u tbe behavior of cOec 
nuMKUry aggregate* — eapecially Ml — tuu di- 
verged from binoitcil patlems. 1b put. tbe appeal 
of Ibe base hairenilted from Ihe Dotiod dial ll may 
bave a reoaoiubly tubie ictalionsbip widi pocni- 
sal spending. In addldon, il kl perceived aa beiig 
more directly mder die coMrd of dK FedenI Re- 
serve (ban are die broader aggreplex. tliii ap- 
pendix reviews (be Mstoiiol and anilytiol 
:> of the mooetaiy bue. h discunes 



ti coolrol by die FedenI 



Concept!, DcfiniliODs, and McasnrHDenl 



in tbe hi 



xl 10 be beld agtoiM dq>o«Kt and die addl- 
1, "exce»~ leaenes du( dtpoailoty 
a cbooae to hold. Becauie reserve re- 
quiremenli are (ubslanliilly bigher for Iniiiac- 
liona deponu (dui ii, cheduble depoiiti) ihBn 
for nooffanuclioiii dqioaiti. the bulk of required 
reaerves— about Ibrcc-quanere — i> lelaied lo 
tniuaclioaa depoiiti. In aim. tnuuactioiis dqxK- 
in conalil plinurlly of demand dqtoslls and other 
checkable deposici, wbich are die principal com- 
poDenli of tbe nvTOw monetary aggiEgate Ml, 
Thus, tiotb dirougb its currency component and 
its leaenea componeiit, tbe monetary base is 
closely telaled lo Ml. Tbe links between die 
monetary base and broader measuies of money. 






a M3. a 



M savings-type instnnnents in tbese measures 
'e a mncb lower re- 
qiplied 10 diem. Moreover, 



currency accounts for an even in 

tbe order of S percent — of these aggregates. 

Looking at die base as currency and re- 
■cnta focute* on die moactary liabilides oS Ok 
Federal Reserve — frequently referred io aa tbe 
"uses" of die base.* AllemaUvely . die base can be 
measured from its "sources" io the Federal Re- 
serve balance sheet, dK as^ held by the System 
less Its noooionetary liabilities. The twocoocqxs 
are ideDlical if all components are meaiwed con- 



There are two publicly available meas- 
ures of die monetary base. One. corresponding lo 
ttK uses concqM. is constructed by die Board and 
the other, a souicea concept, is produced by die 
Fedenl Reserve Bank of St. Louis. BeiMe* die 
diffenoce in accounting approach, iridch affects 



method of adjuslment for changes ia reserve re- 
I Um mediod of seasonal adjust- 



Tlic Board mci 
from tbe currency componeni erf die money slock 

(currency beld by tbe nmbank piMic) <76 per- 
cenl). total reserves (lagged vault cash, up lo re- 
quired reserves, fdus reserve deposits at tbe 
Federal Reserve banks) (23 pciceru}, and a third 
component diat includes ci 



ihhekl) 
related balances (1 percent).** 






* TcchnicaUy. die base also encompasses a leixively sn 
** Vault caah indudcd in total rcseives is lagffrd (bur wi 
Surplus taull auh ia back hoUiOBi of cunency in eicesi 
pfiae other ^■i— **■*■ iield by dqwntoiy instiludciB n dx 



I uneoia of U.S. Tieisnry liibiliiia. 

.Si reflecting its use to meet reserve n<piirenKnt5. 
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TbeSl. Unjji me 
El concept, compfiiei FedenI ReKivc 
p of U^. govenuiMiil lecuritjei, 
dbcoiuns ind kdvincca. Federal Reserve floal, 
md (Hber FedenI Reierve uku — plug oUier 
Hnircei. iDClDding ibe gold 9iock, ipecUl dnwing 
lights md lYeoury cuneiKy oulslaDdlog. ll sub- 
tacls seven! categories of liabililiei. miiiely, 
Treuuiy and foreigD deposiu u the Federal Re- 
■ave. TVeasuiy holdmgs of coin and currcDcy. 
and ceilain miscellaneous items, implicitly, all 
vault cash is treated conlemporaneously* 

CItait A-1 poitrays Ihe St. Louis and 
Board meaiutes of Ihe moaelary base. Tbe uppet 
panel sbaws that the Iwo measuies have moved 
togeUter ovei time, though Ihe SI. Louis measure 
generally lies above the Board mcMure, refleel- 
ing dillerences in lechnique 
tnealu caused by changes in r 



Growth of the monelaiy base has been 
much smoother ou avenge ihan (hai of the other 
■nonelaiy aggregales (cbarl A-2)." tn large 
measure, the smooth growlh of tlie base can be al- 
iribuled lo its large currency component, which 
over long periods of lime has expanded in a rela- 
lively stable fashion. Bel«een 1939 and 1987. die 
average quaner-to-quaiter fluctuation of growih 
in currency in circulation was less than one-fifth 



While growlh ui die baae has been rela- 
tively smooth, its longec-nm patlem bai no) tlif- 
fered markedly from ttnl of other narrow 
aggregates, Spedfkilly, die velocity of die 
mooetoy base baa behaved nmilarty to Mi's ve- 
locity (chart A-3). with a pronounced break inUie 
I9B0J from it» eadier behavior. Between 1960 
and I9S0, Ibe vekiciliea Of the baie.MI-A (cur- 
rency plus demand deposUs). and Ml all rose, in 
part refkcling the effects oa money demand of 
die generally rising trend of interest rales, Oiait 
A-4 shows diat fluctualions of base velocity 
around its trend during the 1960s and 1970s were 
comparable to diose of the odier aggregates.*** 
And, in the 1980:, velocity of the base and M 1 de- 
clined both absolutely and relative to die earlier 
Dend aa ttetegutation and ialling market inleresi 
volume of funds to move 

ids of relating growlh in 
income 10 past growth Tales in tlie trase produce 
result! thai echo this patlem of velocity behavior. 
When these relationships are eilimated using dau 
Ihrough 19B0, Ihey make substanlial errors in |nc- 
dicting nominal CNP in sulisequeni years, much 
as do equations involvmg other aggregales — es- 
pecially Ibe narrow aggregates. Techniques Ibat 
allow for a break in behavior in Ibe early I980t 
make somewhat smaller but slid large enoca in 




** This and subsequeiu mendons of the i 
in view of tbe close relationship between the 
by UK Federal Reserve Bank of Si. I,ciiii3. 

*** dart A-4 pr e s e ms velocity measures 1h 



Edbon 1960 to 1979. 
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MsMurw of th» Monalwy Baaa 
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Normalzed VetodHn of tha Monatuy AggragatM 
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AneuM miiaiio nofilieilemiDd p ropc ni ei 
of tbe bue can abed light oa the ddamiiiiiiU of 
Uk betuvior of its velocity md tbe araa nude in 
predicting GNP. Tbe dmund tor dw bue ii de- 
rived from demands for its componaui, cunEdcy 
and reserves. Tbe demand for letena, in tmu. 
depends 00 demands for excess reserves and for 



and savings deposils. 

Baud staff aiuUysis bis fouod tbat Ibe 
demand for Ibe base has mbslaniial inleren aoni- 
Hvily, mainly leflccting tbe inleresi seniilivity of 
demand deposits and other cbeduble deposits.* 
This interest responsiveDess. logetbei witb die 
drop in inleresi tales during tbe l!)80s, be^ lo 



il eiplans tbe mctvemenls in the velociliea of 
other monetary aggicgatei — e^Kcially Ml — in 
lecenl years. However, the base probably is less 
intetest sensitive than ate tbe olbei monetary ag- 
gregates. iKCaiiSe of Ibe impoctance of Ibe cur- 
rency componenl. which does ixM respond veiy 
much to cbaoges in inleresi rales. This implies 
thai eRorts to coouol the base lo pfedelenntned 
largel nnge* could involve very wide swings in 
nilerest rales. Wbelbei those fluctuatims would 
be beneficial K) the economy depends in pari on 
Ibe ttabiUiy of tbe demand relilimdiip. If dte de- 
mand for Ibe base is relatively stable, tbe intoest 
rate iDovemenls would lend to stabilise GNP in 
the face of disluitjances lo spending. But if base 
demand lends to move unpredictably, the inleresi 



Over long periods of time 
for die bue qipens (o be fairiy predictable, espe- 
cially conqored wilh Ml-Aand Ml. MovonaiU 
sits, e^Kcially demand de- 



er te:tor cootriburing lo die relative slabil- 
ily (€ die deDumd for die base is thai unpredicl- 

have tended lo o^et imexptained changes hi cur- 
rency, perhaps owing to subsblulioii between Cur- 
rency md demand depoain. Howcva, tiKn is 
considerable variability in 



iodiof 



a yem or lest — and evidence suggesu ibat at least 
over tt>ese shorter periods it is no more stable than 
M2. 

In considering tbe past and prospective 
degree of stability of demand tbi die base, atioi- 
lion must be direcled to its largest component, 
currency. Analysts have noted die extraonttnarily 
r currency on 

number of households. Although available data 
are inadequate to determine even approaimate 
magnihides. il aeeois likely dial a substantial pan 
of U,S, currency is being employed in suppon of 
■clivily thai is not reflected m V.S. GNP— m par- 
ticular, activity outside our borders. Especially lo 
the extent diis activity and die currency lo support 
il inove indqieDdeatly of U,S. GNP. diis would 
Kod lo reduce the usefulness of the base as an bi- 



rd ntodels of danml 
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ilopile tbe relatively i 
wilh mfaiured iDcome. For enunplc. in tbe put 
yeai ind a half, growth of cunency b» been 
roughly twice ai rapid as would be apecled on 
tbe baiii of hiitoiical enperience, judging by the 
Board stafTi quaiterly econoiDctric model, with 
no oljviaiu eiplanalion for die sireagth. 

CcnlroURbiHlT of Ibe Monetary Bwc 



Eveo iD dK period Inm late 1979 
dirou^ late 1982, when Uk Fcdoal Reserve used 
□onbonowed reserves as an operating target lo 
achieve goals for moDcy growita over time, toul 
reserves were Dot closely coDDolled because bor- 



lenl pt^ky with regard to demands for cuneocy. 
WiUi rcspecl lo reserves, die inleraclioBi have 
been more complex. Except in Ibe early 1 980s. re- 
acdons (o deviations of reserves from expecta- 
lions have bem quite indirect. Any increases or 
decreases in the demand for reserves have been 
completely accommodated in the shoit-iun. 
However, over lime persistent deviations in 
money (and impHcHly reserves) from objectives 
have prompted adjnslmeots in monetary policy 
when dKne deviations were judged likely lo be 
tb udwdcome developniaits in Ihe 



in money growdi from objectives. 

Because of the icmaining two-day bg be- 
tween Oie ends of Ihe resene compulation and re- 
serve nuinteuaice periods, control of total 
reserves or Ihe mooelary base would need to be 
indirect, working Arough the effects of changes 
in interest tales on Ae donand for Ihe compo- 
Dcnts of the base in the short run. In this respect, 
control of Ihe base Is achieved in the same way as 
for Ibe broader aggregates. It is likely that dte 
base, or lot thai mailer any of tbe broader aggre- 
gates, could be conDoUed leasonabty well over a 
span of several qnoters — a period that would be 
meaningfiil in terms of the effecls of monetary 
policy. However. Ibe degree of interest rate vola- 
liliiy imdB base targeting could be qilile lubitan- 
lial. especially in die short- lo intermediate-run. 
Changes bi the quantity of the l»se demanded that 
caused Ihe base to deviate bom III target would 
need to be offset id Ihe short run mainly by 
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The National Association of Manufacturers is a voluntary business asso- 
ciation of more than 13,500 corporations, large and small, located in every 
slate. Members rartge in size from the very large to ttte more than 9,000 
smaller manufacturing firms, each with fewer than 500 employees, NAM 
memtfer companies employ B5 percent of all workers In manufacturmg 
and produce more than SO percent of the nation's manufactured goods. 
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EXECUTIVE SUMMARY 

1. The I9S3-SS cyclicit enpanxion hu been unuiiially long, but growth 
rales have been unusually akrw. TYit causes slow growlh did not have to do with 
unnecessarily restrictive monelary policies, despite recuirent claims that the 
Federal Reserve was 'too tight.* Instead, they lie primarily with the 
overvaluation of [he dollar and the mulling deficits on net exports, which in 
turn trace back to the excessively expansionist stance of fiscal policy. The 
firtding of econometric simulations oonduted at NAM is that a more restrictive 
fiscal policy during [he early to mid-l9SOs would have mitigated many of the 
imbalances in the recovery and would have been commensurate with a more stable 
growth path than what was actually achieved. 

2. Since early I9SS. the economy has moved into a period of growlh led 
primarily by [rade and capital inveslFnen[. The expansion is projected to 
continue for at least [be next 12 to 13 months, although a recession during [he 
latter part of I9S9 remains a possibility. The major risk is a rise in 
inflation followed by a rise in Interest rates, effectively cttoking off demand. 

At the same time, the narrow geographic base of the trade boom could lead to a 
slowdown in exports, which in turn would depress capital spending. 



avoid the destabilizing cycles of refl^on-overbeating-recession that 
characterized the 19709. Moreover, we do no[ subscribe to the view that 
monetary policy was exces^vely testrioive during the l9SOs. If the Federal 
Reserve hod been looser in I9SO-S2. the economy would have achieved only 
temporary gains in output relative to actual history, but at the expense of a 
higher inflation rate, and these transitory gains would have been completely 
lost in a few years. 

4. The startce of monetary policy is becoming more restrictive. Given the 
strength of expansion, the Federal Rnerve lias aggressively raised interest 
rUes in a pre-emptive move designed to prevent the economy from overheating and 
reduce inflationary expectations. We consider current policies to be 
appropriate inasmuch as it was necessary to stabilize expectations. However, we 
would not endorse any further restrictive measures that might increase the risk 
of a sharp slowdown. Further, in the event that the economy diows signs of 
weakness, we would urge a countercyclical loosening of monetary policy. As a 
general principle, we believe that the Federal Reserve's commitment to 
controlling inflation should be balanced by a similar commitment to beep the 
economy on its equilibrium gitiwth path. At the same time, we do not recommend 
explicitly targeting the exchange rate in order to achieve disinflationary 
objectives. This runs the risk of inhibiting improvements In the trade deficit 
while causing unnecessary increases in domestic interest rates. 
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I am Jeity Jasinowski. Executive Vice-Picndeni and Chief Economist of the National 
Association of Manufacljreia. On behalf of our membcia. I welcome this oppoitunily to 
present our views on monetaiy policy and the recovery. In accordance with the substantive 
areas listed in your letter of invitation, this statement will address two maior themes. 
Put I will deal with the current cyclical expansion, its past history, and prospects for 
. Pan II will deal with monetary policy. 



I. The Cunem Cyclical Expansion 

1 . 1 The Recovery in Retrospect Tlie cyclical expansion that began in December 19S2 is 
now in its 70th month, making it unusually long by postwar siandards. However, its length 
and durability aresubject to the caveat that growth rales have been unusually low. Table 
I compares the average growth rates of GNP and industrial prodiKlion during six prior 
expanjions and the 19S3-8S recovery. During the current recovery, GNP achieved an annual 
average growth rate of only 4.3 percent, compared to a postwar average of 3.3 percent. 
Similarly, the average rale of growth in industrial production duiing the [982-S7 cycle 
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wn ody 3.9 pereenl. compucd lo i mean value of R.S percent during the six nu^r 


Dues of Cyclical 
E«t*n»ion 


Length 
(Monlhi) 


Average Annual 
ONPGrowlh 


Avenge Annual 
Industrial Growth 


Oct. 1949 - July 1933 
Miy 1934 -Aug. 1937 
Apr. IMS -Apr. 1960 
Feb. 1961 - Dec. 1969 
Nov. 1970 -Nov. 1973 
Mir. 1975 ■ laa. 1980 


4S 
39 
24 
106 
36 
38 


7.2SS 

4.0 

3.1 

3.3 

3.3 

3.0 


I3.2X 

6.7 
11.3 

B.4 

1.7 
7.3 



Weighted Average of Above si. 3 

Nov. 1982 ' Sept. 1988 70 



Two period* are omillol. The 37-month expansion fr 
ig nol comparable, since Ihe economy was dominated b 
War II. The twelve month bridge between the I9S0 an 
on Ihe grounds Ihal Ibis was not a recoveiy so much ai 
» <rf a longer-term downturn. 



n OOober 1943 Ii 



November 1948 
ler World 
90 li omitted 



In eucnce, Ihe eipansion went through successive phases; l| a lapid initial recovery 
led by domestic demand in 1983:1 to 1984:2, 2J an extended period of stagnation 
characteriied by masiive Dwle deficits in 1984:3 lo 1986:4, 3) a second rise bi growlb 
chancterized by gradual trade Improvement from 1987:1 onward. 

The causes of the slowdown did not have to do with restrictive rnoneUiy polidea, 
despite rEcurrenl daims that die Federal Reserve was 'too tight.* Inttead.llww 
primarily caused by die orcrvalualion of Uk dollar, and Ihe resulting defidls on net 
expoits, which in lum Ince back to the excessively expansionist stance of fiscal policy. 
Some econometric studies have linked as much ai two-thirds of the rise in inieresi rates 
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tuid ihe apprecialion of liw dollar to the stnictura) budget deftdt. 

NAM has readied similar eoodutiont. in oider to aicouin Ihe effect* of the Htcal 
policiei of Ihe 19S0's, we have conducted hiKorioU econametiic dmuMloni intng the 
Waihington Univeisily Macromodel. a large-scale model with neo-dwaical propeitiej. The 
baseline pUh wu set lo repikMe history einctly; policy changes imposed relrospecllvely 
at earliet points in the l9S0's enable the model to simulate Ihe path ttnC the- economy 
would have followed if policies fnd been conducted differently at die time. Tlie finding 
wu thai in simulations wheit Ihe MiuctunI budget defkil was nduced or eliminMed, 
with monetary policy held consMnl. Ihe appreciation of tfie dollar was dgnlficanlly 
reduced, and the net export defidi was reduced by more dun half, "nie Implication is 
that a more restrictive fiscal policy during ttKcariy to mid-1 9)K)i would have mitigated 
many of (he imbalances in the recov e ry and vaM have been commensurate ivlth a more stabl< 
growth path dian what was actually achieved. 

1.2 The Future PMh of die Economy The economy managed to survive die I9S7 stock 
market crash without going inio recMtian, tndasofmid-ISSSappenslo beacbievinga 
stable growth pwh. in I9gg there have been two major sources of strength that propelled 
Ihe economy to an unexpectedly strong growth rale. ImprovemeM in real net expocM and an 
upnim in invcsOnenl, 

Trade The devaluation of die dollar has generated a major improvement in trade, with 
moreof the impetus derived fiom exports than from impoit-substitution. Even so. the 
strength of Die trade improvement has been notable. Since Ihe peak of the real trade 
deficit in I9S6:3. net expons have improved by $66 billion in constant I9B2 dollan. 
while real exports have risen by Jl 12 billion. The trade ImprovemeM is. however, subject 
to seveml risk factors, which raise (he possibility dial the expon boom muld slow al 
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tome fiOUK lime. FIni. the euAmge rale reilignintnl Ims occurred priimrily tgalnn 
EuiDpe Hid Japan, with vny linle devatuarlm occurring gainst Ciimdi and the Pacific 
NlCs. Stenullaneoiuly, the cownrin that were the major markets for American eipoiu 
during the 1970*, OPEC and Latin America, are expeiicndng chnmk weaknen in demand 
became of low vorU oil pticei and high fordgn indebtedneu. A final probtetn li ihM 
became of the relative price advantagea enjoytd by the Atian NICl, decreased Imporu from 
Europe and Japan have been reflected in lonie induMiics not so mudi In recovery of market 
share by American producers but rMher by correqmndlng increases In imports from Taiwan 
end Korea. Despite Iheae limitatioiw. net eiporti should improve by niughiy S40 billion 
over the fbtecasi horizon. 

Capital [ nvestmeru The strength of capital »ptnding reflects several beiors. Pirsl. 
the decline in investment Induced by im reform in I9t6-S7 lowered the capital slock below 
its optimal level, creating the potential for a rd>ound. Simultaneously, the trade 
hnprovement has led to greater demand for capital goods in tfie exporting and impofl- 
tutisliluting industries, pwticularly m teOan undergoing capacity pressures. A thfad 
factor Is revealed In the sectoral compcnition of the Investnicnl boom, with just under 
half (he irtcreue in equipment comprised by computen and ofHce automation. Hie high 
spending on data processing eqinpment b explained largely by a hll in relative prices. 
Thus, while tax reform raised the user cost of ofital by Increasing effective lax rates. 
Ihis has been outwei^icd by the bllmg rehuive price of data processing equipment. As a 
result, spending on equipmeiM is projected to increase by 12.3 percem In I9SS. 

For all its strength, however, the boom in equiprrwnt spending catmot conceal a series 
of asymmetries in (he compotition of investment. Residential investment has been 
declining since early I9S7, due to a combination of oveibuilding of the housing stock, tax 
reform and higher mottgqe interest rales, and is projected to decline -3.4 percent in 
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1988. 

cyde, with ipendlng an fiKtorie*. mintt and utilliies tower in re*l ttmu than u ihe end 
of (lie lut leceuion. While some mxvtr/ in jtiuctum U ■midpacd due Ui high 
(apicily uliiizuion. outlays for noniesidential buildings ire projected lo be 
ippioiimalely level in 1988. 

Consumption Consumn' activily has heh) up primarily becauK of the lax nUe reduction 
and rapid gains in employment, with the result UuM spending sho«dd average 2.S percent 
growth for the year, lliis is scarcdy robust, but well abt^ the aiemic growth in 
consumption lecimlnl in 1987 when high ilebl levels, diminished saving) and decUning real 
wages held expenditures to a I percoM increase. Real wages should grow more rapidly this 
year while unetnploymem is projected to continue blling. implying bsler gnwdi in 
disposaUe income, although d^ loads and high interest rues remain a constiaiM on 
consumers. The growth in jobs has been sufCidenI to maintain coosislent growth in ital 

Inflation The major risk fix [he economy tt Ihia juncture is die pouibility (tf ao 
acceleration in inflation. As of the second quarter, there was evidence of renewed upward 
pressure on prices. Tlie implicit prks deflator for ONP jumped from in average of 2,5% In 
the previous three quarters 10 4. 1 %; the fued-wdghl GNP price Mei inatMtd from an 
averageor3.6% to4.T%. goieially higherthm aNicipMed. Hie CPI is projected to 
temporarily apfMoadi 6% in 1988:4. 

In order to understmd the sources of increased inflalioniry pressures. Il Is useful 
to think of the rate of inflation as a weighted average of several components. The 
underlying rate is docrmined by the trend movemenl in unit labor costs. Hk demand-pull 
component is influenced by the rale of growth and capacity ulilizalion. FHnaJly. the 
telative price component reflects factors such as changes in food and energy coMs. and 
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chinga in impon pried naultlng Ironi Ihe eidMnge we. 

ITw critic*) ^Klor driving llie underlying nre ii Ihc degree of pieuure in labor 
imrteu, wliidi it I function of the difference between die cutieni unemploynient iMe md 
ill equilibrium or mtunl level, bdow wliich furtlier dedinei itnply cominiKNnly 
•ccderalinf wafes. While the natunl rate of unemployment hai Adkn ituring the I9M'* 
due to ilower labor force growth - differing estinwMs yield ■ mean vahie of about 5% - 
unemploymeM il declining more rapidly. Until thii year unemployment wai sufficienlly 
above lis lulunl rate Ihal increases in employmenl railed demand by booning incomes 
without gcntming any niB)or rise is wage preuurea; aa of 1988:1. cimt p ensalion per hour 
had risen only at the inodenle pace of 3,4% over the Mme quarter of 1987, However, there 
is evidence of coniideiable emerging prenuie ia labor mariuts In the MC«itd quanci, with 
prelimiiiary citimatet nigfefling that labor costs are incnMing at an wmuaUud rate of 

At the tame lime, unit non-labor payments — payroll taxes atid employee benefils. 
whkli acGouM for as mudi » 40% of total co«U per woricer in some industries, undrawent 
some acceleration over the la« twelve mondu. In 1987, non-labor costs jmqied tt m 
average iMeof 8% in the first three quarters, partly at a remit of hitter Social 
Security taies, tmtough they declined toward the end of the year. Some of diis increase 
hat yet to be fuHy reflected In price movement!, pointing to additional preswre on 
employment costs in 1988, 

Working against the acceleration in employmenl costs, however, It the faster rate of 
inciease m productivity giowth. Output per manhour surged at an atypically high 3.7% In 
l9Si:l. and during the current cyclical expansion manuhcturing productivity has averaged 
just below 4K per year, above its postwar trend. The high projcded growth rate of 
capital spending suggests Ihat this increase will be sustainable, implying a 
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•ccommodale the rise in prices. Tight money in and of itself lioes not imply that 
influion will not accelente in the next Tew quanen. btjt does effectively Inhibit ■ 
return to the hl(h rates of inflMion of the I970's. 

A Hrat Look At 1989 In general, two scttwios can be outlined fix 1989. 1 1 slow 
staUe growtb. or 2| a slide into recession toward tfie end of the year. In the stable 
growth dtemative, the dollar remains strong enough and mget moderate enough to inhibit 
fuither acceleration in inflation, while the export boom conlinues to reduce the trade 
deflcil. For this to take place, however, requires continuous growth abroad ai well as 
steady gains In employment and further demand for capital goods. Although this depends on 
a series of favorable developments taking place simultaneously, it is by no means ouldde 
die realm of poulbility. 

Recession Risks Nevertheless, a series of fmOon could combine to throw the ecoiKxiiy 
Into recession. The main risk Is that rislnf inflation will cut into real bKomes wliile 
higher interest rales choke oR demand. This is of course Uk conventional mecttanism 
generating butiness cyde downturns in the United Statei. but it would normally operate 
only at higher inflation rales than those projected here. Still, tfiis would be sufficient 
to insure a downturn if it oi>erated in conjunctioa with ottier iaOon. In this respect. ■ 
second risk is that the narrow geographic base of the export boom will lead to its 
I eihauslion as growth rales overseas slow down. The European commimily is currently 
projected to attain only a 2 percoit growth rate In 1988 and m^r slow fiinher in 1989. 
Under Ihe drcumslances. exports could stagnate, and this would also slow the pace of 
domestic growth due to Ibe diminished eiport multiplier. We rale both of these risks as 
low at this time. 

Credit and Ihe Business Cycle A long-term risk to econoinic stability, which could 
also seriously aggravate any forthcoming recession has to do with Ihe buildup in aggregate 
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debt. Asof l9SS:l.lonl Federal UKlprivUe debt came to S«.49S.9billloii, or 112% Of 
GNP, compwtd loa postwar wcnge of 133% of ONP until Ihc eariy 1980'i. By compariMn, 
Ibe ratio of debt lo ONP in i929jiDt befon the Omt Depression vb 2I0«. although ■ 
much larger ihue nf thii debt was private and much itf it wis pooily ctrililenllzed. Of 
the total volume of private debt (S6497.4 billion). S2,907 billion was comprbed of credit 
, to business, while S2.2R3 billion was In the form of moflgages on residenliid propertiet 

and S633 billion consisted of connoner installTnent cieiEt. The ratio of corporate debt to 

the market value of copronUe assets is roughly comp ara ble to the peak v^ues of the 
I970's, although high by historical nandaids. However, the ratio of debt ser^ce to cash 
flow is at reoofd leveb: dw diare of the pniai earnings of nonfarm nonOnandid 
corporations devoted to d^ service payments is now over 30%. compared to about 30K in 
the I970's and about 13% in the I960's. Similarly, the ratio of Individual mortgage and 
non-mortgi^ debt lo personal disposable income Is now afipnnimMely tO%. a postwar 

'nte deM buildup implies two tnajor risks. On the one hand, in the event of a 
recession, the need to service dd<t could force a major curtailment of business and 
individual spending, leading to a deeper contraction in demand. A more apeodativc 
possibility is die type of 'debt-dcflatkn' scenario Ui*t was responsible for prewar 
recessions and was identified more than a half-century ago as Hie mechanism primarily 
responsible for the Great Depression. In this scenario, cash-flow conslrahits and the 
need to service debt tead to massive deflationary liquidations of^ollateralizeil assets. 
driving prices down and thereby raising Uk real value of outstanding obligations. Ttie 
ba in the value of collateral in htm triggers bank failures and corMraction of the 
money supply, exaceitnting losses in real actMty. This is the same type of m 
that took place in the agricultural and energy sectors in the niid-I9gO's, and is 
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Itrgely reaponsible for the wave of b«nk fulura during Ihe lut few yean. However. Hie 
pouibility of <W>t-deflillan likint pliEe lhn>u(houl Ihe econoniy rather thm in specific 
xcton imut be judged rctnoie u ihe pteieni time. Neveniielen. It U iodkalive of the 
risks issociUed with Itigb levd) (tf private kcIot iiMkblediMss. 

The EiilenMJ B«knce aid ihe Bwinew Cycle Oneof thcieailnof theincreMhif 
foreign indctitedneu of the United States is the threat of repatriallani of fbrdgn >nm 
coupled with ■ plianmedng dollar, whidi would force the Federal Revnic to tighten in 
response. While h Is possible 6tu this IhieM will become moie Mfious at the buildup 
in external debt producet a kns in fordtn confidence in lt|e dollar, there ii M ye) no 
evidence that foreign inveilon will engage In a speculative flighl from the die United 
Statea during the forecaM hotizon. In pan. this is the case because of more Utnctlve 
returns on financial aasett in the United Slates. Conaequentty. the poeiJbUity of 
wldeiptead ranissions of foieign auctt and a coU>p*e of die dollar thould be r^arded 
only as a longer-term risk ^ctor for the 1990's. 

II, The Conduct of Monetaiy Policy 

2.1 TTte Federal Ktatnt and the Recovery The Federal Reaerve has done a good job la 
managing monetary policy over Ihe business cyde. By avoiding continuous stlmuius. II was 
passible to avtdd die destabilizing cycles of reflation-overheatlng-rectsslon ihai 
characterized ihe 1970*. The length of the current eipaniion traces badt In pan to the 
Federal Reseive'iwelutimedcounieTtydicd move9>^imuiui in I9t2:3 to I9R3:2. 
o^eitlng rettraini in 1913:3 to 1984:2. accommodation in 1984:3 to 1986:4. and moderate ' 
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during the 1980i. In onler to auxitain Ihc probaUe efftOM <rf Ioomt n 
over the last deode, we agtin used ■ retrospective ihnutMion of the Wariilngton 
University Mscromodel. in ■ counterfKtual slmuluion. we Im powd ■ ilpifuanlly Ioomt 
monetaiy policy in I9R0-SI and 1984. wliile retaining hittoricil money frowth iMcs 
otherwise. The rESuli wnihw the 19SI-i2 meuion wm milder, but the nduakm In 
inflation was also considerably less. The economy went buo lea in' M y with an inflation 
rate two points Ngher than actual histoty. and inflation bepn to tea t enu as early as 

1985. due to lower unemploynient. flie result was Aiat the economy went into recession in 

1986. By 1987. the last year for which the simulation was nn, ONP and employment were 
lower dun in actual history. The Imfillcallons are titniHcam. iiiiiaa li a* they undercut 
the claim that the Federal Reserve 'sabotaged' the 1981 tax tsdwtians Itaou^ tighl 
money. If the Federal Reserve had been looter in 1980-81, the economy would have achieved 
only temporary gains in output relative to actual history, but M the mpensc of a higher 
itrflation rate, and these tramilory gains would have been compleMy lost in a few yean. 

In this sense, by achieving greater disinTlatlon in 1980-82. Ihc Federal Reserve set llM 
stage for a longer and inore sustainable period of expamion. 

In the wake of (he 1987 siock market crisis, NAM monber finm were suRlckntly 
cofKcmed over the risk of recession lo warram urging tlw Federal Open Market Committee 
for » rclaxition of monetary policy. In retrospect, we oonotde Ifeal the dangers wen less 
than we anticipated. The Federal Reaeive correctly gauged that die loosening measures it 
look in the immediate aftermath of the crash were sufHctent lo raise liquidity aiKl 
restore confidence. Once the danger was over, the Federal lic*en« comctly estimtled 
that Ihe economy would move into a period of accelerated eapaa 
loosening measures were not necessary. 



DiBilizedbjGOOglC 



2.2 Montun Policy aid ihe Eidwige R«le The mijor >rea in irtikh NAM hn been 
critkal of rennt Federal Reserve (leciiioni lies with ItM 19S7 Louvre AgrMmenu. These 
forced the centiiJ binii (o peg the exdiuige nie well ibove iu equilibrium values, and 
caused inlerest rates to rise moie rapidly thvi (hey would have otherwise, thenby 
prtdpilating the Nock nitiiiet collapse, in our view, peg^i the dollar at an overvalued 
level has mo negative consequences: it not only requires unnecessary monetary leMriinl. 
but also delays the reversal of the trade deficit that would result Erom a tower exchange 
rate. Given ■ dwice between suppottini iSk dollar as ■ dislnflaiionary move and allowing 
die dollar to devalue fiuther. Ihc Federal Reserve should in general permit additional 
depredation. Ahhou^ this could entail some additiorai pressure on Inflation and slower 
grCFWIh in domestic demand, these lepieseM the inevitable tradei^ for itdudl>g the Irede 



2.3 Monetary Policy in 1988 The Federal Reaerve's i^'geu for the monetary aggregates 
and the actual growth rates lecofded in the flisi half are gNvn bdow. In euence. the 
monetary and debt aggregates were all cofnfbrtably within their target ranges. 
notwijtandlng tlie increased demand for money implleil by hitter economic activity. In its 
mid-year report to Congras, the Federal Reserve concluded that none of the aggiegates 
were rising too rapidly or too tlowly, and thtl the current targets would be mainlairted 
vntil the end of tite year. The provisional targets for 1989 Oil for some forther 
reduction in the growth rales of the aggregates, whidi would be appropriate In view of the 
expected slowdown in the economy, and consequently in the demand for money. In general, 
vfe view the Federal Reserve's targets ai commensurate with stable eipansian in 1981. 

In the wake of the vchKily fluctuations of the 1980's whidi have made the monetaiY 
aggregates somewhat less reliable as policy indicator), increasing emphasis has been 
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placed or interest nues. In thii respect, nUei fell inhwIlT rAo- Ute Kodc nwiliet 
cnsh. due more lo decreaicd demand fbr credil than the PCderal'i Rraerve'i well-timed 
loosening aclkni. After leediing a trou^ in early 1988, intenM lates have dimbed in 
response to maiket forces, i.e., hi^ier Inflation And increased denMnd for credJt. 



Table Two: Money and Credit in 1988 



Tafiet ai 



Target. 1918 None 4-« 4-« 7-11 

Actual. l9SB:t 3.S 6.7 7.0 8.4 

Aclud. 1988:3 6.1 7.9 7.1 8.3 

Provisional tw^. 1989 None 3 lo 7 3.3-7.3 6.3-10.3 



Source: Fedeiai Reserve 



2.4 The Cunent Stmce of Monetary Pdicy Durin( die summei 
policy went from moderate to aggressive restraint. After a series of mild d| 
moves since late 1987. tlw Federal Reserve undertook the signifkvil move of raising the 
discount nie In August. Tliis followed in the walie of tncreasing fears llMt the economy 
WIS overtieating, and can be read as a pre-emfMive measure aimed at reducing the 
intlallonary expectations of the private sector. In so doing. Federal Reserve Chairman 
Greenspan alio went out of his way lo demonittaie tliai the cenin] bank would noi engage 
in a pre-election reflation, and that it would rKM accorrmodale the emerging acceleration 
in wages. Ttie desire on the pan of the cenlnl bank lo establish a reputation for 
toughness In filling inflMion in 1988 is paraileled by the early years of (he Volcker 
Chairman^ip, in which the Federal Reserve undenook drastic measures in order to convince 



DiBilizedbjGOOglC 



die privuc Kctor dx Ihc OPEC'induced jump in uiflitioii would OM be •ocooimadated, and 
thai the Mimutidve mnce of died poDcy announced by the newly-elected Reagai 
AdtnininnKlon would not be miRed by a looser monetary posture. 

Since Dade and JnveslmeM are still projected to eipericiKe continued expansion, we 
do not consider current policies to be nifTidenlly restrictive lo be a risk factor for 
recession, although they are somewhat tighter than what NAM reconnneiMled to Uie FOMC [ate 
last year. Nevetthelcsa, we would not recoinnieiid any further resuictive measures at the 
cutrenl time, tince there Is some evidttice Mul tlie pace of economic expansion is cooling 
off. For Instance, in luly the leading indicalOTS Ml by -0.8 percentage points, and in 
August the weMploymcnt rate incieaMd from J.4 to 3.6. bt keeping vrith a pragmatic 
approach lo monecary policy, the option of relaxation at some future point should not be 
ruled out. For iiulutce, in Ihe event diu a recestioH should develop In 19(9. we would 
endorse ■ cOuMercy<lical loosening of monetary policy. In our view, dfe Infladon rale 
is not suHkiently high that a long peiiod of slack would be desirable. 



Ibe Rcoveiy has cxhibiled unexpected resiliency, and shoiM iw for at least an 
addiboH^ 12 mondis. Part of this durability traces badi to »ie Federal Reserve's 
decision lo 'fitint-load' Ihe disinflalionafy process in 19SQ-t2: by lowering inflaiiott at 
the expense of tempoiaiy output losses, tlie FedenU Reserve set the stage for a more 
sustainable expansion. Our current view is dial while monetary p<riicy is inclining toward 
■estiaint, it is not inappropiialety tight. As a general principle, NAM supports the 
Federal Reserve's commiDnent lo controlling inflation, bul we believe that this should be 
balanced by a similar conmiinnenl to keeping Ihe real givwth rate on its equilibrium pa^. 

14 
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ThtrtUtrt, motKtMiy policy should be kHNOial in die evcM of i cyclical domttufl). W« do 
nol bdieve Ihu Ihc cenlnl bank ihguM peg dw dollar M an ovemluBd levd In order lo 
■chieve infliuion tused. 

With retpecl to policy optioas currently open Id Congms,' one advMilace tfforded by 
the coMinuini expamion is IhM Hlil pcoviites Mate breMhini tpace w cany out 
additional fiscal restraitM. Obviously, it would be diffkult to adtievc Midi 
redunkm targets if the economy were to go into recesstofi In 1 9C9. However, if Hk 
opwision can be sustained well into next year, a reduction in the Miucwr^ fiscal 
deficit remaiiu a practtcable possibtity. 
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TBBtiBony Bflfor* nie 

U.S. Hsus* of BepT«s*ntatlvai 

Snbeaaalttca on Doaeatic Honatary Policy 

of ThB 

Co^itcaa on Banking, Flnanc* and Urban Affaita 

Ona ttundradCh Congriaa 

UaihlnBton, D.c. 

Sapceabar B, 1988 

My lUM la Don Farli. I aa the ChlsE EcomnLst: ac CaterpLllaT Inc. t 

baen with CaterplllaT for 2G years and have been In ay current position 

20 years. I hove a BS, HS and Ph.D. froB th« University of Kentucky. 

bom and raiaad in Hr. Hubbsrd's district. 



Caterpillar Is a ujor aultinational hssdqusrtaced In Feorls. Illinois, 
aanufaetura and aell conatruction aiid Mining aquipaant, lift trucks, dies 
anglnaa. turbinaa and raplaceaent parts for distribution around the Hocld 



Our 19S7 sales wars $8.2 billion ■■ about half inslda the United States 
half outside. Ua axportad about $2.2 billion of product, uking us 
Aaerics's 10th largest exporter. 

Va and our custowTS are directly affected by U.S. aonatary policy, 
naturally, we and other U.S. sanufacturars have a great interest in the 
questions posed by Chalman Heal. X want to coBpliaent you on the 
questions. 

Interest rates and exchange rates have a draaiatlc lapact on U.S. Banu- 
tacturera. I was particularly struck by ChairMan Graanspan'a recant 
coBoenta before the Senate. He said he'd rather risk being overly 
restrictive to prevent inflation than to risk being overly expansive to 
prevent a recession. In n vlav. that's skating too close to the edge. 
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Ho Fed ChalTHin has avar dallberataly sat about creating ■ raceiiLon; thay 
have all oecurTed because the; vara trying to let an Inflationary boOB doiin 
easll;. But ve don't hava an Inflationary booB yet althat. 

I don't quarreL with the Fed'i dealra to be aura m don't ever bbsIk 
axperlance the Inflation of the '70'i. Ue had Co pay ■ terrible prlea for 
It when ve had it and again vhan we got rid of It. 

A relavant isiue la nhachar or not the cool* the Fad h«* to work with ara 
precise enough to flm tune the econooy. Even If aa'ra fortunate anough to 
have the Tight tools or indicator* to >onttor. a daciaion mat be based on 
•Ither fsrecsets or actual results. 

Forecasteri haven't been particularly accurate In the laat three yaara as 
they have called recessions in three of Che last tour years and Che 
resurgence of inflaCion ai^ HHunt. The headltnes today read Jusc 
about the way they have for the last three years. 

Aside froB foracaaca. the Fad has to laan on htscortcal parforHance. An 
■rguaent could be Bade to give Bore night Co what has accually happened In 
recent years aa a guide to aettlng policy aa opposed to forecasts. 

In Bsny analysct' opinion, the Fed slowed Bonay growth and raiaad interest 
races Co restrain perceived inflationary ptesaures and to abide by the 
Louvre accord during 19S7. This restraint was overdone and preclptcatad the 
crash of October 19. 
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It 1* vary taportant tor you co undarstand tbat I hav« to b* coapliBantary 
of cha Fed'i parfonaanea In tha post October 19 eriila. They Injected 
liquidity Into tha ayatMi, raacorad eala to tha aarkata and helped register 
Ae best Korldwld* nonlnflatlonary pertonunea in the flrat half of '88 that 
vc hav* axparlencad in many yaari. 

That apisode should hava taught ui a leaaon. Hiare la aclll a risk of 
deflation out thera In the world aconoBy; Ita conaequencea are probably 
■direr' Chan inflation. 

Sine* apclng, va have been wiciMaaing a atriklng alBlIarity Co tha evaiita 
leading up Co October 19. 

I don't queation that tha aconony la atrongar than it wai during 1987, but I 
as queatlonlng idiether or noC it is mrth the rlak of a lecesaion and a 
reaurging dollar. 

Anecdotal evidence of ahortagea abound aa do quaationa about the validity of 
capacity utilization figures. Uhat tsn't appreciated, though, la tha Inpact 
that tha globalisation of urketa hoa on price behavior. 



Foreign Banufacturera are willing to utillia that capacity to retain 
•nployaea, euctOBers and distribution outlets in tha U.S. They aren't going 
to lose Barkat ahara by indiscrialnately raising price*, Jeopardizing racane 

gain.. 



Digitized byGOOgIC 



InvaiCIng In Uw O.S. to build on Clwit bail tor the long haul, 
n ■ long tiaa line* the Dniced Scat** had atgbt coapanlaa Baking 
eatlcally. 



The declining dollar ha* been tha 
factuting aeetor. After fU 



r lndu*crlal baa* 



CO reviving Cii* U.S. >anu- 
[ulon, It'i •aalty forgotten ben 
during th* itrong dollar day*. 



Nov I know son* studies shot 

the real economy through the '80' 

Banufacturlng wasn't hurt by the 

capacity today. Who'* to at 

of the aconoi^? Wouldn't we hevs 

had grovn to 2St? Capacity ahoi 



manufacturing has reaained about 20% of 
I. They take thas* data to naan 
itrong dollar. Vail, we iiould hove more 
: Banufacturlng shouldn't have reached 25% 
had ■ healthier aconony If manufacturing 
iges wouldn't have been as likely. 



Caterpillar alone closed five plants in I 
for Che lowest price parts and cmponenci 
globally. Our si^pller* Bade sinilar adji 



1 U.S. and w* shopped the world 
Wc had to do Chi* CO *urvlva 

Th*y survived with bsJoi 



cost reduction prograas and r< 



iicturing thalr bu*tn*SBe*. 



The dollar's daclina has now helped level the pl^fing field, and improved 
export profits are paying for cepitel *xpan*lon. 

Caterpillar raised production 27 percent end increased employsent over 4SO0 
In U.S. factories In the laaC 12 months. The weaker dollar and strong 
doiHstic market ware major factors In Chi* racovary. 
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r«da accounts and tha growth 
torlng U.S. Banufac tuning's 1 



U.S. policy itrangthantng tha dollar BBatn, viilch In ■ abort cl 
:tca and IirraitMnt. Tha li^iTovaM 
capital invaa^iant hava dapondad 
lamatloTwl coBpsClclvs poalcion. 



Thay hava to ba eautloua In hiring 
isployad. Uban a plant ii acarud. 
!v*Tal yaara. Stopping In cha 
ncLal Loia for tha econovy. 



I aa alwya 


aa«iad at how paopl 


worry 


financial ■ 


larkata. 


Wall 


sera at 


poTtfol 


■toeka and 


bond* In 


a aa 


tar of 


■Inutea 


Kanufacturara don't 


hava 


that 1 


ixuly. 


paopla baca 


ua. thay 


want 


to keep th*B a 


they hava t 


o finlah 


it. b 


utthl 


raqulr 


■iddle and 


BHltchlng atraCagiaa 


cauaa. 



intereat and axchange rate changaa. They are not nacBaaarily aa wall 
eaplcalLzed as the largar ForCunB 1000 covpanlas. Thay hava hlghar 
borrowing costa and can't aaaily hadga currancy riak. 

Saall Banufactureri hava been adding people, expanding production, and 
getting Bore Into exports. They have been the prlaary source of Banu- 
facturing Job creation. 

H* aaclaate that the declining dollar produced $300 allllon of additional 
bafora-tax profit In tha last 18 Bontha tor Caterpillar. Va Intend to apand 
■ore tban that each of the naict five years to carry out our factory Bodarn- 
ization progrSB. This activity could ba delayed by higher intereat rates 
and a atroDger dollar ... and that would hurt Cacarpillar' a ability to 
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Aside froB tha Octcibar 19 acock BickaC c 
In line vlch nhat iwadcd to h» doiM. Ih 



, eha world •conoair has adjiutod 
moay la in good shap* today. 



The U.S. budget deficit had to cob* 
alone in laying that >ora apendiDg 
faster. I don't think rliking a 
In fact, receealon* alwaya increi 



down and it h«a. I n not 
:uti are needed to reduce it 
Lilian will cut the deficit, 
deficits . 



Oversea* econoalee had to atl 
provide a larger aarket for I 
end in Japan, to ■ greater >**iure 



Capital InveatBcnti had to tncrei 
a capital spending boon. The dei 
nlflcanc cash flow increases for 
■pending plena for aodemliatlon 



ltd we are, in fact, enjoying 
; dollar haa gemratad sig- 
corporations to fund their capital 



n Che U.S. have sloweil 
Ince the end of 19S6, 



i; spending. Kaal eonsiHar expendlturea 
2.5 percent real annual growth rata In 



B throughout the a 



Coopetitlon for finished goods Is vr, 

Coniuners have shown an anazlng resii 

shifting their purchases Co lower-priced goode, welclng for a sale, end 

clipping coupons and rebates. Consumer incoBas are restraining their 

ebillty to ebsorb price increeses. l^ey don'c appear Co nead as such 

help in rasisting price Increeses es you Bight think. 
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Hages in Banufacturlng ars vary raatralnad and aca Ineraaalng laaa dian 
3 paicanc. UtwD adJuaMd for volua* (aioa and productlTi^ , unlc labor 
coata are groiring even leaa. Hagea probably aaka up 70 parcant of tha 
coact in Che aconoay; and they Juae havan't axplodad yac, and are not 
providing tha Idcobo gain* for Cha conauiHr to go on a apending binga. 

Sob* analyaca point to tha drought and tha riaa in loduaCrial Batarlal 
pricea aa indlcaClona of a revival of Inflation. I don't ahare thia 
vtev. During Che period of falling coaHodlcy pricea, choaa Induacrtaa 
loat Bonay and cha final Banufaccurlng aeccoc uaad tboaa loaaaa to 
ahora up their profit* . 

Inveataent In Cheae prl>Bry producing tnduatriaa declined. Hlnea ware 
closed or cut back aub stent tally. Higher coBodlCy pricef ara bringing 
jobs and invesCBant back Into U.S. mining nou. So we're leetng the 
■arket syacea at mrk raChar Uian inflatitoi. 

In this period of inproving prlaary goods prices. Banufaeturars can't 
Indlacrlainately paaa on coat Increasaa. So it la coalng out of their 

Ike weaker dollar haa been an Inporcant factor In tha recovery of tb* 
foreat products, pulp, end paper Industries. 



With their 1 

operating at high racaa aod plowing profica back 1 
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In short, danger* of Inflation ar* furdkar into tho tuCuia than praaan 
policy luggaaci. Conauaar ipandtng ti fCowing laaa than 2.S potcant, 
and govccnaent ipendinB on goods and sarvicaa ia about flat In raal 
c«nu. About 7S parcent of tha aconoqp la growins alowlj bj anyona'a 
■sasura. Clearly, housing 1* haaded down. 

About 25% of the econony coaposad of axpocts and capital axpandiCuras 
are BBklng up aost of tha gtovth. Tbasa sectors will bs adversely 
affected by high Interest ratea and stronger dollar. 

It follows, therefore, that current policy will delay capacity 
expansion and lengthen the tiM it will take to adjust our trade 



In conclusion, 1 urge the V»d to he aware of a risk of precipitating an 
unwanted reeesiien by clinging to current policy too long. 

I have bean In the forecasting gaae a leng tlas, and racsgnize that 
indicators and celationshlps aren't always stable and caliabla. 
Furtheraore, conventional oiadoa is equally capricioua. 

I hope the Fed'a adviaocs and tha Fad itaalf will ba cognizant of the 
need to revacaa eourae quickly. This aey need to bs done before all 
the evidence Is in. 

I hope wa don't develop the notion that a weaker, Bore realistically 
coBpeCltlve dollar ia bad ihwb. 
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Hr. Cbalcman, and membern of the SubcMmittee on Donestic 
Monetary Pollcy> my noma is Janes L. Pate. I aa Senior Vlca 
Praaident - Finance and Traaaurar of Pennioil Coi^>any, 
headquartarad in Houston, Tasss. I appraciate very much the 
opportunity to appear before this coamlttee. 

At the outsati I would like to emphasize that I am in 
general agreeotent with the Federal Reserve's conduct of monetary 
policy In recent nonths and I am in essential agreement with 
Chairman Greenspan's testimony before this coomtittee on July 2B. 

The recent tendency of the Federal Reserve to make small 
anticipatory adjustments in an effort to avoid big reactive 
changes isi in my opinioni a welcome change in tha implementa- 
tion of monetary policy. Howeverr this approach does heighten 
the importance of accurately gauging business conditions and 
anticipating economic developments. In recognition of this 
fact. Chairman Greenspan has indicated that ha was prepared 
to "err more on tha side of restrictivanass rather than of 
stimulus." 

Although I understand the Federal Reserve's position, 
given my view of econoalc conditions and the potentially grave 
consequences of an econosilc downturn, this bothers ma somewhat 
and I would like to consider tha issue, that la, whether tha 
Fed should err on the aide of restraint or ease, in the ( 
of the questions you provided> Hr. Chairman, in your letter 
of invitation. 
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1. Many analysts are surprised at the continuing robust 

expansion of the economy in light of the persistence 
of large budgetary and external imbalances major swings 
in exchange rates and the unprecedented shock of last 
year's collapse of the stock market. To what do you 
attribute the current strength of the economy? Is our 
current growth rate more or less sustainable without 
major shifts in economic policy? 

The strength and resiliency of the current econ^nic 
expansion has been surprising, especially in view of the 
unprecedented shocks that have rocked the econony — $200 billion 
budget deficits, $170 billion, trade deficits, recession in 
the 'Rust Belt,' depression in the oil industry, a gyrating 
dollar, a record plunge in the stock market, and then a drought 
that even threatened to dry up the Hlsslsilppl River. However, 
from the beginning this expansion has been unusual and very 
uneven — almost lopsided. 

About the only thing typical about this expansion is 
that consumer spending played its usual role of providing the 
initial impetus to the recovery. Even so, there were widely 
divergent growth patterns among industries . Those industries 
that were Interest-rate sensitive or dependent on foreign 
narkets suffered wideapread plant closings even in the nldst 
of overall economic recovery because of the extreme strength 
of the U.S. dollar and persistant high real Interest rates. 

The dollar peaked in early 1985, consumer spending 
moderated In late 19S6, and the decline in the value of the 
dollar started fueling exports and reviving manufacturing 
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activity ]uet in time to pick up th« alack fron conaumer 
spending and sustain tha expansion {sea Exhibit I). Growth 
is now very much concentrated in exporta and export-related 
segments of manufacturing. During the past four quarters, 
exports directly contributed Sa3.3 billion of the S165.1 
billion increase in real Grosa National Product (GUP). 
Indirectlyi e]^orts contributed as nuch as another $40 billion 
to the rise in spending for bualness cquipnent. That ia a 
lot of thrust fron a component that accounts for only about 
12 percent of total GUP. Exports are expected to remain strong 
for several more quarters and even to increase, but they are 
not likely to contribute to overall econcBic growth to the 
extent that they have in recent quarters. It is very difficult 
to see other sectors of the economy acceleratinc[ to such an 
extent as to sustain recent GNP growth rates. Thus, economic 
growth ia expected to slow appreciably in the months ahead. 
Our forecast is for a continuation of the export-led 
recovery in manufacturing, reinforced by capital investment, 
particularly in equlpaient. However, overall real growth is 
expected to slow from the 3.3 percent pace in the first half 
of this year to about 2.S percent in the second half of 1988. 
On a fourth-quarter -to- fourth-quarter basis, growth is expected 
to be about 3 percent in 1988 and 2 percent or leas in 1989. 
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■table inflation. Can this fortunate pattern peraist? 
Do you sas evidencB, from your vantage point, of serious 
inflationary pressures building up In our econony? 

Inflation rates are cleacly h«ad«d higher. The Consumer 
Price Index (CPI-U) has increased at a 4.5 percent annual rate 
so far this year and rose at a 5.2 percent rate in July, ^le 
Producer Price Index <PPI) for all cosBodities increased 4.2 
percent during the past year and 7.8 percent in the last three 
months Isee Exhibit II). Prices of internediate connoditles 
increased 5.9 percent during the past year and 9.0 percent in 
the last three months. The highly volatile crude connoditles 
prices increased 1.0 percent during the past year and 5.6 
percent during the last three nonths. 

The CoiMiodity Research Bureau (CRB) Futures Index of 
prices rose over 16 percent from the end of i^rll to late June, 
reflecting sharply higher food prices. (The index has fallen 
S.5 percent since then.) The CRB Spot Index rose 9.0 percent 
for industrial materials from Harch to June but has exhibited 
little change in the past two months. The Journal of Conmierce 
Sensitive CaamoAity Price Index, which concentrates on industrial 
commodities, has increased 4.3 percent since early Harch. 

Labor costs have also picked up this year, in part because 
of the increase in social security taxes. Hourly pay for non- 
farm private workers rose at an annual rate of 5.2 percent in 
the second quarter. That was more than double the 2.2 percent 
rate in the first quarter and was the largest quarterly gain 
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since the third quarter of 1982. Hourly «Brnings in manufac- 
turing rose 4.6 percent in the second quarter compared to 1.3 
percent in the first quarter. 

Overall, the outlook is dsfinitcly for higher wages and 
prices. Howeveri higher rat*s of inflation in 1988 and 1989 
have been widely anticipated Cor tbc past two y«arB. Recent 
anxiety over inflation has probably been somewhat overdone. 
There are no signs of a wage-price spiral such at the one that 
plagued the 197D>s. Andi while capacity utilisation rates 
are high in several major industries, thay are in most cases 
below the peak rates reached in previous expansions (see Exhibit 
III). 

Forecasts of inflation in 1989 have been revised upward 
somewhat in recent weeks due to the anticipated effect of the 
drought on food prices. But even this concern appears to have 
been overdone. The recent rain in the Midwest, the decline 
in oil pricesi and the unexpected rebound in the dollar have 
been tempering influences. The so-called 'core* rate of 
inflation, as measured by the PPI finished goods index 
(excluding food and energy products )i was up only 3.4 percent 
for the year ended July (up from 2.2 percent for calendar year 
1987). 

Our forecast is for a moderate acceleration in inflation, 
with the CPI averaging slightly over 4 percent in 198S and 
roughly 5 percent in 1989. 
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3. Many observers view the Fed as applying modest: restrAint 
very gradually and cautiouslyi in an attempt to calm 
inflationary expectations without retarding real growth. 
Is this an accurate reading of current monetary policy? 
Given your assessment of the threat of inflation, is 
the current «tance of monetary policy appropriate? 

The Federal Reserve has shown intense concern about infla- 
tion by tightening four tines this year and pushing interest 
rates up 130 to 190 basis points since March. To datei the 
Fed's actions appear appropriate and fully justified. However, 
most short-term rates have been pushed back up to levels equal 
to, or higher than, what they were prior to the October crash. 
This ia cause for sooie concern. The half-potnt increase in 
the discount rate on August 9 was quite unnerving and, in my 
opinion, not fully supported by economic fundamentals. However, 
it was probably unavoidable and warranted on the basis of percep- 
tions and expectations that were starting to develop in the 
financial markets. 

The financial markets are still very jittery following 
the events of last October, and there are good .reasons to believe 
that even in the absence of any further tightening, overall 
economic growth will slow appreciably in the second half of this 
year. Thus, the risks of erring on the side of restrictivenets 
and causing another financial crisis or precipitating a recession 
in 1989 are substantial. With our continuing budget deficits, 
troubled financial institutions, and Third World debt problems, 
a recession must be avoided at least until a new Administration 
has the opportunity to deal with these persistent problems. 
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The task confronting the Federal Reaerv* is fomidable. 
Sonehow it must strike a balance between preventing a sharp 
acceleration in inflation and snstaining econcmic growth while 
seeking to Htabiliza the dollar. Fiscal policy is on hold 
until the next Admini strati on takes office> so monetary policy 
is the only available pieans of stabilizing the economy. 



4, Ace there particular econcmic developments which should 
weigh heavily on the current conduct of monetary policy? 
For example, some economists think we will need further 
dollar depreciation, yet the dollar has been surprisingly 
strong on the foreign exchange markets. Is this a cause 
for concern indicating that monetary policy night now 
be too tight? or is it a welcome development, one that 
will help keep inflationary expectations in check and 
interest rates at lower levels than otherwise possible? 

As long as the United States continues to run hugs budget 
deficits and large trade imbalances, international financial 
considerations are going to play an inq>ortant role in the conduct 
of U.S. monetary policy. 

The recent increase in the value of the dollar has been 
due primarily to comparative interest rate differentials and 
the anticipation that U.S. monetary authorities will raise 
rates further. In the past month, the interest rate advantage 
for dollar investnents (overnight to three months) has been 
more than 3 percent relative to both yen and deutsche mark 

Although foreign central banks have reacted by increasing 
their own short-term interest rates in an effort to support 
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their curr*ncl*a, fundaB«ntal8 favor soma further ris* In the 
value of the dollar near-term, in the long run tha D.S. dollar 
should move lower to Improve the D.S. trade balance. Bowevez, I 
very much agree with Chairman Greenspan that a sharp decline in 
the value of the dollar at this time could be counterproductive, 
raising import prices and adding to inflationary pressures. 



5. To mention other examplest do the current drought 

conditions affecting the agricultural sector, or the 
emerging heavy losses among thrift Institutions, pose 
particular problems that should influence the conduct 
of monetary policy? 

The drought conditions are causing substantial upward 
revisions in food price forecasts. Before the drought, food 
prices were generally expected to rise 4 percent In both 1986 
and 1999. How the forecasts for 19B9 are In the 5-6 percent 
range. From a policy point of view, the drought should be 
regarded as a serious but temporary condition that need not 
have any lasting effect on overall inflation. Raw agricul- 
tural coimiiodity costs represent a very small proportion of 
the pricaa of food products. The risk Is, however, that 
even small increases in retail food prices will affect infla- 
tionary expectations and become embedded in wage trends because 
grocery stores are where workers first notice higher prices. 

The situation among financial institutions is more 
critical, and it extends beyond thrift institutions and the 
probleniB of the Federal Savings and Loan Insurance Corporation 
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(FSLIC). IC includes problems affecting so«e of our nation's 
largest ccnmrarcial banks. Despit* nore than five years of 
economic growth and an extended period of declining intcrast 
rates, banking problems continue to mount. Between 1981 and 
19B7, commercial banks* annual write-offs of bad loans rose 
from roughly S4 billion to S16 billion. Historically, write- 
offs double or even triple during recessions, with roughly 
one-third concentrated among the weakest 20 percent of the 
bonks. That means that even a mild recaaslon at this tine 
could easily wipe out the capital of at least 20 percent of 
our c^merclal banking system. 

An additional consideration in assessing the risks of 
higher interest rates and recession is the increasing sensitiv- 
ity of consumer s[>ending to interest rate changes . Consumer 
spending accounts for roughly two-thirds of gross national 
product and has become extremely vulnerable to rising Interest 
rates because of increased consumer borrowing and a rising 
proportion of variable rate debt such as adjustable rate 
mortgages, variable rate credit cards, and hoon equity loans 
tied to market interest rates. 

Another concern Is the highly leveraged condition of 
American corporations. During the ISSO's, corporations nade 
substantial changes in their capitalization! adding significant 
debt and buying back substantial aHOunta of stock. This has 
raised their net interest expense substantially. Since 1982, 
net interest expense has equalled between 40 percent and 60 
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percent of "profits before tax* <sae Exhibit IV). Prior to 
1982. it never exceeded 40 percent; during the 196D'b, it was 
close to 10 percent. The relationship between net interest 
expense and pretax profits with Inventory and capital consunp- 
tion adjustnent (INVSCCADJ) Is slBlIar. 

This current, highly leveraged condition neana that 
businesses would be Much harder hit by high interest rates 
and a recession today than In the past. During the 1982 
recession, profits fell 29 percent, the largest decline In 
the 1960-1987 period. The burden of high interest expense 
contributed to the greater volatility in profits. In 1991, 
net interest expense equalled $67.5 billion or 37.2 percent 
of profits before tax and 44. S percent of profits with 
INVSCCADJ. In 1987, the corresponding percentages were 46.9 
percent and 41.5 percent. In 1973, prior to the 1975 recession, 
the corresponding ratios were in the 23 percent to 27 percent 
range, indicating a much lower sensitivity of profits to 
interest rate peaks and economic slowdowns. 

The dividend payout rate has also increased substantially. 
Dividend payments in the 1980 's, as a percent of either profits 
iMfore tax or operating profits, substantially exceeded levels 
in either the 1960*s or the 1970's. At the same tlae, undis- 
tributed profits, as a percent of either measure of profits,' 
in 1987 remained near the record low at 1986. 

There are undoubtedly many contributing factors to 
this trend toward a highly leveraged corporate sector. One 
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unexplored view Is that the Inflation -fighting monetary 
policies of the early 1980*s resulted In high noanlnel and 
real Interest rates. The equity securities of nonflnanclal 
corporations ( as one of majiy competing aasati, had to provide 
a rate of return to Inveetora comparable to other financial 
instruments, "niis was achieved by taking on additional debt 
and consolidating firms and/or buying bade stock to keep stock 
prices attractive, as well as increasing dividend payout rates 
to further support the return on holding the stock of non- 
financial corporations. 

What all this means Is that vulnerability to high 
interest rates and recession goes far beyond thrifts and other 
financial institutions. Consumers and corporations will be 
hit hard in the next recession — much harder than In the past. 



6. On a more general leveli considering macroecon^elc policy 
as a whole — spending, taxing, monetary policy, exchange- 
rate management — what significant policy changes, If 
any, do you see necessary, in the next Administration, 
in order to continue reasonable and sustainable economic 
growth, without generating serious inflation? 

The most urgent business for the next Administration will 
be to reduce the federal budget deficit. Until this happens, 
interest rates will remain high and we will continue to depend 
on foreign investors to finance our budget deficits. 

Also, the next Administration will need to move quickly 
on a national energy policy. Until this happens, the D.S. 
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la going to continue to expcriencs larga trade lHbaI«nces. 
^e trends of declining doBMStlc production and increasing 
consumption guarantee that oil iaports will rise. For exaRq>lei 
through June of this year total oil iaports were up 13% froa 
the coafwrable 1987 period and up 23% froM the coHparable 19B6 
period. Currently, oil i^Kirts account tor roughly one-third 
($42 billion] of our trade deficit (see Exhibit V). In 1995 
it is estimated that our oil laport bill Mill be Bore than 
S116 billion. In addition, the loss of a.S. domestic produc- 
tion and the rise in our Import dependence will increase our 
vulnerability to econoMic shocks from future oil price spikes. 



In brief auniary, Hr. Chairman, I am concerned that 
Interest rates are approaching — they probably are not yet 
there, but tbey are getting very close to — levels that could 
precipitate a recession. Hy company recently ran some Simula' 
tions with a widely used eccnoiDetric model and found that It 
does not take a very large increase in Interest rates in 19S8 
to produce a flat economy in 1989 and, It you combine a small 
Increase in Interest rates with just a slight decline in 
confidence, you can get two or more quarters of negative real 
growth rather easily. So we are, in my opinion, approaching 
a danger zone for interest rates. In this regard, it Is 
comforting to hear from Chairman Greenspan that the Federal 
Reserve does not contemplate any sharp upward adjustments In 
interest rates. 
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I, too, an concerned about the posslbilitias of a 
reacceleration of inflation. However, the price Increases 
ue have seen to date are widely scattered and in most cases 
related to special circumstances or transitory developments. 
They arc not the kind of general price incr«ases that would be 
significantly reduced by higher interest rates and a slowing 
of aggregate demand. 

My concern is that the consequences of a recession at 
this time could be quite serious. Our best chance, in fact I 
believe our only chanc«, for reducing our huge budg«t d«ficit, 
dealing with Third World debt problems, and restoring strength 

economic growth, albeit slow growth. 

Mr. Chairman, and monbers of this coanittee, thank you 
again for this opportunity to present my views. 
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Iha D.3. 

ttdtraeloB of I 

principal tptkumaa tor ths iaarleaa bwltiM* c 

rapnaanti naarlr laO,OOa I ~ 

•• Ioc«l/atkt« < 

Itor* Own 91 parcan 
fenatnaaa tlma with favar Uwb 100 i^loraaa, 99 parent with 
favar than 10 faploraaa. Tat, vlrtnallr all af tha natloa'a 
lariaat cc^^anlaa ara alao actlTa nanbara. Wa ara 
partlcnlarly cagnlcant of tha probliaa of a^lar bnalnaaaaa, 
aa wall aa iaaoaa faclnt tha bnalnaaa eoMwnlty at larsa. 

■ aaetlon of Cba laailcan boalnaaa 
iMploraaa, tha Cba^ar 
B br tjpa of boalnaaa and 
■ajar elaaalfleaclan of laarlcan 
antacturlnc, ratal lint, aarrlcaa, conatmetioa, 
wholaaallnc, and tlaanea — D^ftara aora than 10(000 nibira. 
Xat no ooa travp coaatltmaa aa Bach aa 31 pareant at tha 
total ■atanhlp. nrthar, tha Chaabar baa anbatantlal 
■Mbarahlp In all 90 atataa. 

Iha Chtar a Intamatlonal raach la anbatantlal aa wall. It 
baliaraa that flobal tntardapandanca prorldaa an opportwdtj, 
not a thraat. In addition to tha 9a inarlean ChiabarB of 



la tha a^ort and laport of both (ooda aod aarrlcaa and baTa 
oncolni Inraataant aeclTltlaa. Iha Chiabar tarora 
atrancthanad Intamatloaal eoapatltlvaaaaa and eppoaaa 
artificial U.S. and foralgn barriara to Intamatlonal 



Poaltlona on national laanaa ara daralopad by a croaa aaetlon 
of Ita pMhiri aarrlna on cc^ilttaaa, aabeo^Uttaaa and taak 
toreaa. Cnrrantly, aaaa 1,100 boalnaaa paopla partldpata In 
thla procaaa. 
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I am, Richard W. Ratm, Vice-President and Chief Econcnist of 
the U.S. Chanber of Commerce. On behalf of our 180, oao aember 
businesses, associations, and state and local chambers of comaerce, 
we thank you for the opportunity to present our thoughts on the 
current state of the economy and on the conduct of monetary policy. 

At the outset, let me commend the members of the Federal 
Reserve Board (Fed) for their recent efforts in striving to meet 
mandates established for them by law. I want to state for the 
record our total agreeaent with and support for the objective of 
achieving noninflationary economic growth. Any disagreeaent that 
we have in this regard is over the neans, not the end, of Monetary 
policy. And while we may have preferred a more gradual reduction 
in the inflation rate and may have chosen a different method to 
reduce inflation, the fact is that the Federal Reserve Board was 
instrumental in breaking the inflationary spiral of the late 1970s. 
And for that, we are thanXful. The question that we now face is 
what should Fed policy be today? 

He find the following: 

o Today's persistent inflation in the 4.5 percent range is 
the remnant of earlier Fed mi stakes when it greatly 
increased the growth in the money supply to drive down 
the value of the dollar. 
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Siutainod inflation ia always a nonetary phsnoaenon, and 
trands in tha raal oconcmy, when divorced frou changes 
In aonetary growth, hava little bearing on past, preeent 
and future inflation. 

Fad policy is highly discretionary. Tba long ters goal 
of Monetary policy should be sero inflation. 
Consequantly, tlva Fed should establish both price and 
quantity rules in aanaglng Bonetary aggregates. 

Fad policy is inconsistent, while following a policy of 
■onetary restraint at hoae, the Fed in 1988 has been 
ai^onding »onay su^ly Internationally to hold down the 
value of the dollar. 

nM secrecy surrounding Fed policy-oaking and its 
unannounced changes in course gcaatly adds to Instability 
in financial aarkets. The Fed should maXe its 
deliberations open so that policy changes can be 
anticipated, and tha iapact on the econoay can be 
KiniMized. 

High Interest rate policy to slow econoaic growth is 
inappropriate policy because It Interferes in credit 
■arluts, adds instability to the economy and, contrary 
to intent, wiy add to inflationary pressures. 



PED POLICY MAS BXKH TOO TIGHT 

Sinoe the beginning of 1987, red policy has been relatively 
tight, with the exception of the short period following the stock 
■arket crash of October 1987. Since the end of April of this year. 
Fed policy has becone increasingly tighter as it pursues restraint 
In the growth of bank reserves and pushes up Interest rates. 
Growth in Monetary aggregates has been well within its target 
ranges for K2 and H3, while Hi has grown at a 4.9 percent annual 
rate. 
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The Tod'* currant blgb lnt«r«at rata policy coaas as an over- 
reaction to ttia inflation tliat was causad by It* aarllar Biatakaa. 
Given the inevitable long tiae lag (18 to 34 «ontha) bafora auddan 
increaaas in the aonay supply show up as inflation, today's high 
intaraat rate policy cannot affect the Inflation that was baked in 
yesterday — it can serve only to slow economic growth below what 
we could otherwise reasonably expect. 

Between 19«5 and the end of 19BS, the Fed engineered extravaly 
rapid «oney growth, while presenting the public with rtietorlcal 
stateaents In favor of >onetary restraint. For instance, between 
the fall of 1935 and the spring of 1987, Hi's 52-week growth rate 
reaained consistently above 10 percent. 

Under prevailing ecommic conditions at the tiae, the only 
policy objective consistent with this behavior by the Fed was that 
of influencing the foreign eacdiange value of the dollar. By 1985, 
the dollar bad bit an all-tiae high, and aany believed that a 
weakened dollar was the only solution to the nation's exploding 
trade deficit. It ^ipears that the Fed agreed. 

It is no coincidence that the dollar began retreating froa its 
historically strong position against the yen and the aark at about 
the sa«e tive that the Fed stepped on the aonetary accelerator. 
Between January 1986 and January 1987 , the dollar depreciated 
alaost 25 percent against the aark. During the sawe period, the 
two-year average growth rate of HI alaost doubled. 
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Aa an iiicr«as«d supply of dollar* bagan to flood the world's 
currancy Harkats, tbm dollar's valua on foreign o^change Barkats 
dacllnad agalnat all aajor curranclas. Unfortunately, tha Fed 
saams to bava ovarabot ita nark and, by tba and of 1986, began to 
fear tbat tba dollar waa falling too far, too fast. 

Nbila tba valua of tba dollar was falling, prices of ij^xirts 
vara rising. Thia adjuataent iit relatlva pricas batwaan ij^K>rts 
and exports coincided with other inflationary signs baginning to 
show up in the econ^y after alaost two years of intoxicating 
Bonatary growth. It waa also bacoalng apparent tbat aoney growth 
could not reaain at such an extraordinary level for nuch longer 
without risking a resurgence of inflation. 

nta Fad than a[q>eara to have ill iisaeil on the aonatary brakes 
in an attaint to avert both a free-fall of the dollar and 
raignition of inflation. nie Federal Reserve Board had becoae 
hoist on its own petard. 



IHFLftTIOH IS A mRBTARy PHEHOMEHOll 

What is apparent in reviewing both the Fed's perfomance and 
the dalibarations of tba Federal open Market Conaittea is tbat tha 
Fad is acting in a highly discretionary aarnier, attenpting to 
■anaga tba course of the U.S. aconoay according to its own judga- 
■ant of where the econoay is now and where it will be in the next 
several quarters. it ia trying to do too much with too little 
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inforaatlon, too crud* ifwtnawits and flavcd «coik»1c thmory, 

Aft«r 70 BonttaB of contlnuou* economic wcpanslon, real Gross 
Hatlonal Product (GHF] growth contlnuas to ba strong; Inflation 
ramalns stable; and une^iloyBent Is at 5.6 percent. For the first 
time since World War II, both Inflation and unemployment have come 
down In tandwa. 

Not only is this econnaic expansion of record duration, but 
It also has acbiaved the highest continuous peacetime average real 
rate o£ economic growth (4 percent) during any five-year period in 
our nation's history. Inflation has averaged only 3.5 percent over 
the some five-year period. W« now have a record-high percentage 
of our adult population at work, a record rate of new job creation 
concentrated In high- and middle-wage categories, a record rate of 
industrial output, a record rate of new business incorporations, 
a record rate of real par-capita personal Income and the highest 
absolute rate of manufacturing productivity of any country In the 

This is very good news, one might think. But in today's 
topsy-turvy world, all of this good news seems to be worrisome to 
many economic analysts and policymaBcers. Ksny people have 
convinced themselves that too much econonlc growth causes inflation 
and that to control Inflation, the rate of economic growth must be 
constrained. nils belief is fundamentally In error, and basing 
policy on it will have undesirable conseguences. 
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TtiLu brings ■• to th* crux of our disagramwnt witb tha P«d. 
Am rttd has aalwrkad on a nlaguldAd policy of pushing interaafc 
rat*a i^, based on tbs srroiwous ballaf tbat uncontrolled and 
onguidsd sconoaic growUi producos inflation. Tbis tundaaantal 
thaoratical arror than producaa aiq>actations of inflation trtian such 
axpactations should not axist. niasa falsa axpactations, in turn, 
laad tha Fad to saa accalarating inflation whara no accalaration 

To tha rad, it appaars that all of tha good aconovic naws is 
soary. According to pronouncaBants by Fed naabars, inflation is 
thought to ba causad by rapid grovth in the raal aconoay — froa 
"ovarhaating," "bottlanaclEs" and "overconsuBption." Thera appeara 
tQ ba llttla or no racognition that sustained inflation ia alwava 
a aonatary pbancaanon and that trends In tha real aconoav. trtian 
divorced froa changes in aoney oroirtJi. have little bearing on oaat. 
praeent and future inflation. 



FBZCB STABXKCTC BASED OH Dsme RtflfS 
nia probleas with day-to-day discretionary aonetary policy are 
that it greatly altars tha workinga of credit markets and it is 
carried out in secrecy. Fed policy of this type is never well 
understood or snuxerstad. AlBost all new releases of government 
acononic indicators provoke currency traders and stock and bond 



DiBilizedbjGOOglC 



narket participants to dwall haavily on the likely reBponae of the 
Fed. Speculation on the timing and aagnltude of Fed intervention 
is a najor source of uncertainty in credit aarkats and of instabi- 
lity in the ttconony. - 

In the spirit of greater opennass with the benefits of reduc- 
ing risk and providing a acre stable reaction on the part of aarkat 
participants, >any analysts have proposed that the Fed concentrate 
its effdrts following eatabliahed rules that are flexible enough 
to be changed periodically as conditions warrant. 

One such rule is to establish target ranges for soney supply 
growth, which the Fed has done, which allow for sufficient aonetary 
growth to facilitate ecanoalc growth. Another rule is to aonitor 
how well any given aoney growth is pronoting price stability by 
developing som* index of sensitive prices that gives tiasly, early 
warnings of new "inflationary pressures." The carefully selected 
index should have a target range as well. As long as the Index 
falls within the known target range, no change in policy direction 
is neeessery. If the index exceeds this range, it would be 
understood that the Fed would alter >onetary growth policy 
accordingly. 

Any COMbination of rules ia not foolproof. However, rules 
tend to indicate clearly the intent of Fed policy. The question 
is desirability of the alternative — evar-changing Fed 
intervention in financial markats to meet secret aonatary policy 
shifts. 
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TIM long ran goal of prloo stability should b« ssro Inflation, 
with soaa tolerably sbbII arror about that targat. Starting trem 
today's approxiaataly 4.4 psrcant. rate of Incraaae in pricas, 
inflation shoold ba brought down gradually without intarfering with 
tha process of raal acanovic growth. This requires a clear 
ccMHitBsnt to sat a long-range Monetary policy that can ba followed 
with little deviation. Every tise the Fed disregards tha goal of 
reducing long-tarM Bonay aiQ>ply growth, for instance, to lower the 
value of the dollar. Inflation tends to crop up anew soaa 18 to 24 
sonths later. 

As we look at the perforaance of tha econosy during the 
postwar era, we cannot help but conclude that the Fad played an 
lq>ortant role in exaggerating business cycles in the U.S. econowy. 
This pattern has been especially clear sines ises. By stisulsting 
recoveries wsll beyttid tha point riiere inflation becones a probles, 
the Fad bas bean forced to adopt policies of severe stringency to 
reduce the inflation that it largely induced. Lett to its own 
judgsMsnt, tha Fed will persist in the roller coaster policy of 
ease and restraint generating new levels of Inflation, and tha U.S. 
and world aconosiss will suffer accordingly. 

Hlth reasonably fina rules guiding Fed actions, there would 
be no need constantly to guess what policy the Fed Is pursuing at 
any given tise and hew the Fed will react to a wide variety of 
econoHlc events. In today 'a aconosy, any good news on econoaic 
growtta is accoapanlad with sore than a twinge of concern over the 
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reaction at tba Pad. Although Inflation am mmamarwA by ttao 
ConsuMer Prica Index (CPI) ba« Bovad vary Ilttia in tha past It 
nenths, thara hava Isaan continual Mtprassion* of concam owr 
accelarating Inflation by analysts and tha aadia. Kacti of this 
spaculatlon has baan fuelad 1^ stata»ants and actions of tha Pad. 



PBO POLICT IS mCOHSISTBHT 

Thara is a significant coxplicating factor in assassing tha 
conduct of )Bonetary policy this yaar. It is bacoaing >ora a^parant 
that tba Fed has eabarked upon a policy of intervening in foreign 
exchange aarkets to aanipulate the value of the dollar. In 19>7, 
tha Fed and central banks of other nations purchased dollars to try 
to halt periodic dollar depreciation. In tba last sight senthSt 
tha Fed and other central banks hava sold dollars in ths faca Of 
a rising dollar. 

This policy is puzzling and dangerous given ths Fad's concsm 
with U.S. "external Isbalancas." If tha Fad is attempting to 
■alntain a aaall range Cor the value of the dollar, it say be 
inhibiting the one econosic variable that can reKova tha 
"inbalancas." Eguilibriua in the balance of paynants requires a 
freely fluctuating exchange rate. 

There is a further cospllcation with selling dollars on 
international nuirkats at a tiaa when there is pressure for tha 
dollar to rise and the Fed is pursuing Bonetary tightening at hoas. 
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Sailing dollars acco«>odatfls the increased demand for dollars 
Internationally, yet, it these dollars are spent and invested in 
the Unitad Stat««, the Fed Is contributing to an increase in the 
nation's Boney siqiply. It say be a catoh-22- situation. High 
interest rates at boaa aaXe invastvent in U.S. securities attrac- 
tive to foreign holders of dollars. They demand more dollars and 
the dollar rises. The Fed then supplies more dollars in order to 
stabilise exchange rates, which, in turn, cone into the United 
States, ^is pr^^ts the Fed to raise interest rates even more in 
pursuit of its ti^itening strategy. 

In this nay, a policy of tightening money supply at hone is 
Inconsistent with e policy of stabilizing exchange rates abroad. 
One of these policy objectives sust be dropped. The Fed should 
stop intervening In foreign exchange markets. 



I DOES HOT CAUSE IHFIATIOK 

Inflation represents a general rise in prices or, to put it 
another way, a decline in the value of money. History shows that 
any given level of inflation can occur with a Nlde variety of 
growth rates in the econoay. What is ixportant is the difference 
between the aaount of Boney growth required to keep prices stable 
at a given rate of econoaic growth, and the actual aaount of new 
Boney created. 
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B«c*us* it ■*«■■ to liava »a mieSi troubl* finding th« ri^t 
UBOunt of ■oiMy growth, the ?ad kppears to try to aanipulat* th« 
rate at econcnic growth — a truly perverse outcosa. It's as It 
the Krmy Corps of Engineers datemined that its surveying 
Instruaents were so ii^reclsa and Its anglnearlng theory so flawed 
that it could not erect tha bridge at the proper elevation or even 
get a draiAridge to work right. Undaunted, it attaapts to lower 
the rivar. 

By invoking the phrase "inflationaEy pressures," the Fed is 
■aying tha rivar is too high. Tha praaauraa to which thay ara 
reCarring ara ralatad to axcasaiva aconoaic groMth, an aconovy 
operating too close to full aKployaant, and dosastic daaand that 
is supposedly about to explode. 

Today ■ a aconoelc growth does not threaten accelerating 
inflation. In testiaony before Congrass last snnth. Fed Chairman 
Alan Greenspan gave a litany of things ralatad to aconoaic growth 
that cause inflation. (Notable by omission was his failure to 
aention that inflation is always a monatary phanoiMnon.) Perhaps 
the things he mentioned were intended to assuage Congrass and the 
AMarlcan people, to show tha Fed was on top of things and more than 
ready to be restrictive in an effort to fight inflation. But 
perhaps the Fed analysts baliava that growth causae inflation. If 
they do, they ara wrong. 

Hhat dnes tha Fed emphasise as being li^iortant in gauging 
"inflationary prassuras"? It talks about "overheating" In tha 
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•eoncmy at*iaiiKr ttem •conoalc etrowth, idiich is creating capacity 
COnatraintB and tightMiing labor and product Markets, and tbe 
threat ot axc«s*iv* deaand, which la haating up froa conouMars, 
qovamBwit, investors and foreign buyers. Among the aost pronin- 
ently Bentioned "inflationary pressures" are the falling unM^loy- 
■ent rate, increased capacity utilization, rising wages, rising 
coKBodity prices, droughts, hi<^er ii^wrt prices, a falling dollar 
and the desire for greater profits. 

The notion that: falling uneqiloyaent will lead to rising wages 
and prices, the "Riillips Curve" in econoaics, is a discredited 
theory. High rates of Inflation are associated with high, low, and 
■ediua levels of unei^iloyaent. For much of the 1980s, inflation 
and unenployaent have fallen. In the United States In 15 of the 
last 38 years, there have been below-average unenployMent rates 
along with below-averaga inflation rates. In the other 23 years, 
in which uneaployaent was above 5.4 percent, the rate ef inflation 
averaged 4.8 percent, considerably above the average since I9S0. 

Rising capacity utilization is one of the most frequently 
cited indicatora of "inflationary pressure." In July, the 
utilization rate tor total U.S. Industry rose in July to 83.5 
percent, 3 percentage points above the 1967 to 1987 average of. 81.5 
percent. However, supply "bottlenecks" are less of a problen 
today. Capacity utilization in primary processing, those 
industries that supply Inputs to "advanced" processing, has 
declined since December. 
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Tha snma F«d atatiBtlos also show that, du* to incraaaad 
invaataant, capacity growth haa Incraaaad. Tha racant paak for 
capacity utilization vas raachad in 1973. To raach that aaae paak 
utilisation rata by lata 19B9 vith today'a capacity growth, output 
growth would hava to alMoat doubla — a highly unlikely occurrence. 

Aa to rising coaaodlty pricaa and rising Import pricas, thesa 
are not inflationary, niay raprasant ralativa price changes due 
to supply and deaand conditions for tha goods In question. 
Increases in certain pricas cause a reallocation of desand toward 
goods that bacoae relatively cheaper, niere are aaple substitute 
suppliers for isported goods and aost coaaoditlea, vbteb aaka 
reallocation a allele, noraal part of everyday business activity. 

Even profit-seeking businesses cannot add to inflation. As 
nuch as they would like to raise prices and add to tbeir profits, 
they cannot, unless deaand is strong enoue^ and coapatitora go 
along. If one seller raises prices, tha others nay not follow auit 
for the slsple reaaon that they become aore coapetitive relative 
to the seller who raises prices. Their incentive is to undercut 
the price rises unless deaand ia sufficient enou^ that they can 
sail all they want at the higher price. 

No business can, therefore, raise its pricas just because its 
costs go up. Whether wages riaa or prices of other inputs into 
production rise, businesses con only profitably raise prices they 
charge if cospetitoTS also raise pricea. The riaa in coa- 
petltivaness in the U.S. econoay haa been a aajor factor inhibit- 
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ing inflation, and thara is nc evidance that coapatitiva praasuras 
ara alowing down. Indeed, tha co^wtition ia aora intanaa daa to 
tha largar awninta oC output that Muat ba sold avary day. 

Aa to faara of riaing and "axcassiva" danand, tliera is no 
avidanca that conauaption apanding ia out of control. Sinca 1980, 
eonauaption growtb has baan juat undar tha incradaa in overall GHP 
growth. Tha lataat nuabara ahow that conauaption is growing aore 
than a full percentage point below GHP growth. During the past 
yaar, real GHP grow by 4.3 percent, and conauaption grew by only 
2 . 4 percent . Foreign deaand for U.S. exports , however , has 
increased. Yet, current govemaental statistical releases indicate 
that retail sales and other indications of consuaar spending are 
riaing leas than production. 

TtM problea with raising interest rates is that it attacks 
the supply-side of the econony first toy lowering invastaent and, 
hence , production . Households or consuaers , however, will 
axparienca a rlaa in diaposable income fran rising interest rates. 
Housabolda are net creditora and rising interest rates incraaae 
their incoae. Thus, the red has unwittingly chosen a sure path to 
reducing eccncnic growth and placing aore pressure on prices to 
rise. Rouaaholda that are not net craditors, nainly lower-incoaa 
vorkera, will not experience rising incomes. It Fed policy retards 
aconcaic growth, thia will cut back tha growth in low-incoae jobs. 
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IS IMFUTI(» ACCEI£RATING7 

Thore Is no claar trand in raporCed prlctt atatiBtics. Sob* 
govemncnt statistics on Indaxas reported recent rises. However, 
most indexes, including the CPI end the GNF deflators, h&ve risen 
less In the past ysor than in the previous year. For axample, the 
rate of increase in the CPI had been falling froB the second 
quarter of 19S7 through tha first quarter of 1988. That aarvad to 
bring the year-over-yaar rate of inflation down fron 4.5 percent 
in August 19B7 to 3.9 percent in February 1988. The July 1988 CPI 
has risen to a 4.1 parcant rata of inflation ovar July 1987, a 
lower rate of increase than tha aconouy experienced one yaar ago. 

There are other indicators of inflation that are pointing to 
lass Inflation. CoBMOdity prices, which are considared an aarly 
warning of higher prices generally, have stopped increasing at 10 
percent rates. In the last two Bonths, coBBodity price indexes 
increased by only about 4 percant. 

Another indicator of Inflation is tha value of tha dollar, 
which has been signalling disinflation pressurea for Bost of 1988. 
A final indicator, the interest rate yield curve, is also showing 
that inflation is not accelerating. The difference between short- 
tem and long-teno interest ratss is considered to be an indication 
of how Buch inflation expectations ara built into interest rates. 
A SBall dlffaranca (a flat yield eurva) Indicates a lack of concern 
over accelerating Inflation. For voat of 1988, tha yield curve has 
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bscoB* Clatt«r, as stiort-tvni inter*at rat«8 hav« ria«n and long- 
t«EB rates hav« risen to a lassar degraa. 



coaaxmioB 

Part of tha public dsbata over appropriata Bonatary policy has 
focussd on ths noninClatianacy growth potantial of tha Aaarican 
aconoay. Racant U.S. raal econoBlc growth is abova tha postwar 
avaraga, and this causas concern for many. 

Thara are Bany alanants to the debate, but fev answers. It 
is conceivable that growth potential is a great deal higher than 
tha approximately 2.5 parcant raal growth that tha Fed aeBunes in 
its policy dalibarations. Kacroaconomic theory sheds little light 
on growth potential. But reality does. Currently, the laB»or force 
Is growing by 1.5 parcant; labor productivity is up by 1.4 percent 
annually; and industrial capacity is growing at about 2.5 percent. 
When these elesents of overall economic growth are added, they give 
an astiaate of total potential growth in GNP of over 5 percent. 

Hhether this aathod is accurate to a decimal point is not the 
issue. Tha point is that the Fed nay be severely underestimating 
potential GNP growth.' How it makes these estimates and how thesa 
estimates affect policy should be of vital interest to Americana, 
llierefore, we suggest that Congress consider a first step in 
opening the Fed policymalcing procedures by requiring it to publish 
its Federal Open Market committee minutes within 48 hours of 
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coqiletion of its maetlngs. 

In smnuiry, «« b«llttv« that It is not economic growtb that is 
causing inflation or «aXing Inflation Bora of a threat to the U.S. 
•conoKy. Today's inflation is tha reanant of earlier Fed nistaltea. 
■• hav« shewn that the evidance of accelerating Inflation is 
imcanvincing, and argued that the theory underlying the belief that 
grovth is inflationary is flawed. 

nnfortunately. Congress cannot instruct the Fed to use proper 
•conoaic reasoning. But in current and future hearings held by the 
CoHPi-ttaa, the debate over how to view the econony ehould be 
nqianded and iaproved. 
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